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SMALL BUSINESS INVESTMENT ACT—1960 


FEBRUARY 23, 1960 
U.S. Senate, 


Setect ComMIrrer ON SMALL Bustness, 
Washington, D.C. 

The committee met, pursuant to notice, at 10:05 a.m., in room 457, 
Old Senate Office Building, Washington, D.C., Senator John Spark- 
man (chairman) presiding. 

Present: Senators Sparkman, Morse, Engle, Bartlett, Saltonstall, 
and Cooper. 

Also present: Walter B. Stults, staff director; T, Peter Ansberry 
and Harold Putnam, counsel; Wallace B. Edgerton, administrative 
assistant to Senator Williams of New Jersey; Allen Lesser, legisla- 
tive assistant to Senator Javits; Catherine L. Guyon, legislative as- 
sitsant to Senator Scott; John A. Calhoun, legislative assistant to 
Senator Prouty; and Reginald W. Barnes, counsel, Small Business 
Subcommittee of the Senate Banking and Currency Committee, 

The Cuarrman. Let the committee come to order. 

We expect other members of the committee to be in a little later, 
but I think we had better get started. 

I intended for Senator Morse to preside at this meeting. This 
is a matter primarily in the consideration of his Subcommittee on 
Financing. However, he tells me he will have to leave early and, 
accordingly, he begged off. 

Senator Morse. Mr. Chairman, I want to say I am glad to have 
you preside at any meeting of our Committee on Small Business. 
I have to go to another meeting. 

The CHatrman. The committee welcomes and extends its thanks 
to the witnesses here today for this review of the operations of the 
Small Business Investment Act. The important problem presented 
by the “equity gap” in the financing of growth of small businesses 
has long been recognized both here and in England, 

Ten years ago, I introduced a bill seeking to deal with this prob- 
lem, and 18 months ago, after a vast amount of study and work, 
the present act became law. A little more than a year ago, the first 
license was granted to a small business investment company; now 
on than 70 have been licensed. The time has come to take another 
ook. 

Since we all recognize that any newly designed machine will prob- 
ably develop “bugs” when first set to work, 1t seemed appropriate to 
review this novel financial engine. Several months ago an intensive 
staff study was set in motion. 

We shall now hear from the pioneers in this field and discuss with 
them needed improvements. In accordance with the Legislative Re- 
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organization Act, we have requested each witness to prepare a state- 
ment and to file it with the committee in advance, reserving the time 
here for a brief summary and discussion of his views. 

We shall start with the Government witnesses, first the Small 
Business Administration and then the Securities and Exchange Com- 
mission, after which we’ shall hear from licensees, proponents, and 
others interested. 

We have asked the Small Business Administration to remain, hear 
the testimony, and be available at the end of the hearings, for discus- 
sion of problems raised by industry witnesses. 

We must recognize, of course, that a mere beginning has been made. 
Less than $50 million has been invested so far in the SBIA program. 
Of this, less than $15 million has yet reached small business. This 
contrasts with about three-quarters of a billion dollars loaned by 
SBA under its regular lending program. Obviously, the equity 
needs of small business must be a far larger fraction of the latter 
total. Nonetheless, a hopeful acceleration in actual investments by 
SBIC’s has recently been taking place, and the excellent performance, 
marketwise, of the largest SBIC is encouraging the formation of 
other public companies in this field. On the other hand, new appli- 
cations for licenses appear to be in a declining phase, and added in- 
centives may well be in order. 

May I stress once again that these three days of hearings are con- 
cerned only with the Small Business Investment Act. I have ten- 
tatively scheduled hearings on other phases of the operations of the 
Small Business Administration for March 22 and 23. At that time, 
the most recent semiannual report of the SBA should be available. 

Senator Morse. 

Senator Morsz. Mr. Chairman, I would like to make an abridged 
statement, if I may, before I goto the Labor Committee. 

But first, before I read this very brief statement seconding the com- 
ments that you just made, I want, as chairman of the subcommittee, to 
express appreciation to the Small Business Administration and to its 
staff for the cooperation they have always extended to me on any 
problem I have raised with them. 

There are certainly some differences in policy from time to time, 
but I want this record to show, Mr. Chairman, that the Senator from 
Oregon has great confidence in the dedication of the officials of the 
Small Business Administration and their very able staff. 

A great deal of work has been done, and it is hoped it will be 
fruitful in helping others considering organization under the act, as 
well as present licensees and proponents, both by increasing knowl- 
edge of this interesting and vital Frome and by suggestion needed 
improvements in the legislation and its administration. 

e have all been shocked by the unfavorable ang the program 
has recently received. It has been called an “appalling flop,” and said 
to be “strangling in redtape.” If these charges are true, drastic action 
must be taken. I have looked askance at this criticism. If untrue, 
they should be refuted, so that small business may receive maximum 
benefits from the legislation we sponsored. 

One area where improvement 1s obviously needed has come to my at- 
tention. Beguine, authorized by the act, were issued in December 
1958. They have not since been brought up to date, though dozens of 
rulings effectively changing or extending them were privately made 
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many months ago. Last week, a few rulings amending the early regu- 
lation were belatedly published. 

The Congress, when it passed the Federal Register Act and the Ad- 
ministrative Procedure Act, tried to solve the problem of informing 
the public effectively of all administrative rulings of general legal ef- 
fect, by requiring their publication in the Federal Register. Such 
rulings are not the private property of the agency making them. They 
have the force and effect of law (if not in conflict with the underlying 
legislation) and the public has a right to know the law, or at least 
where to find it. 

The practice of the Small Business Administration in this field of 
making unpublished rulings, or rulings which, if published at all, are 
published as “bulletins” or “operating memoranda” within the agency, 
and not in the Federal Register, in my judgment is unwise and of 
questionable legality. I hope we can have some discussion of it during 
the days of these hearings. 

Leaving the question of the legality of failure to publish rulings in 
the Federal Register, it has been pointed out to me that a large propor- 
tion of these rulings have been out of sympathy with the purpose of 
the legislation and the desires of the industry. I do not know what the 
facts are, but these hearings are called to find out what they are. Some 
of them have had to be ameliorated later, notably those affecting for- 
eign investment and stock options. 

Passing now to suggestions for positive improvement of the pro- 
gram, legislative and otherwise, our staff has encountered and analyzed 
a considerable number that seem to have merit, and a smaller number 
with nearly universal support. 

In the first category—meritorious but somewhat controversial pro- 
posals—are included : 

(1) Increased leverage for the small business investment com- 
panies and elimination of the leverage gap in the present legis- 
lation, where $150,000 of private capital provides as great borrow- 
ing power to an SBIC as $600,000 ; 

(2) Permission to use restricted stock options to acquire and 
hold key personnel ; 

(3) Permission to make any form of equity investment; 

(4) Permission to participate in regular SBA loans; and 

(5) The suggestion that g 303 loans should not be secured by 
specific collateral. 

In the second category—and substantially noncontroversial—are: 

(1) Elimination of the requirement that borrowers purchase 
stock in SBIC’s; 

(2) Statutory tax-deductible, bad-debt reserves under an equi- 
table formula yet to be worked out; and 

(3) Permission to take collateral for convertible debentures. 

I want to stress that I have come to no final conclusions on any of 
these items. I mention them only to illustrate the type of amend- 
ments to the present law which have been put fenwee by some. 

I anticipate with pleasure the opportunity to receive counsel from 
these witnesses, all of whom have lived closely with the act. I want 
to assure them that although the Labor Committee takes me away 
from the committee room this morning, I shall read and study every 
word of the testimony that is presented, and I shall look forward to 
being with you tomorrow morning. 
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The Cuarrman. Thank you, Senator Morse. 

Senator Saltonstall. 

Senator Sauronstratn. Mr. Chairman, may I ask this question in 
making an opening statement, it is my understanding from talking 
with the staff directer of the committee that it will be possible for 
Mr. Harold Putnam, who is the assistant for the minority, to ask an 
questions that may be pertinent to him after Mr. Stults gets throug 
with his questions. 

The Cuarrman. I think that would be in order. 

Senator Satronstatt. Thank you very much, because I have the 
spews sperinmy this morning, and I am afraid I have to go over there 
myself. 

he CHarrMaNn. May I say that I invited Senator Proxmire, who 
is the chairman of the subcommittee of the Banking and Currency 
Committee having jurisdiction over legislation. This committee, of 
course, does not have power directly to recommend legislation or ap- 
prove legislation for the calendar, but I asked Senator Proxmire, if 
e could, to be present. Unfortunately, he cannot be here, but there 
is representation here from the committee staff of the Banking and 
Currency Committee and of some of the Senators who are members of 
the committee and not able to be here this morning. 

They are: Wallace Edgerton, administrative assistant to Senator 
Williams; Catherine Guyon, legislative assistant to Senator Scott; 
and Allen Lesser, legislative assistant to Senator Javits. And I re- 
ferred to the representation from the Banking and Currency Com- 
on Mr. Reginald Barnes. Of course, we are glad to have all of 
you here. 

Our first witness this morning is Mr. Philip McCallum, Adminis- 
trator of the Small Business Administration, accompanied by Mr. 
Duncan Read, Deputy Administrator in charge of the Investment 
Division. 

Mr. McCallum, we are glad to have you with us. You have a pre- 
pared statement, I understand. 


STATEMENTS OF PHILIP McCALLUM, ADMINISTRATOR, SMALL 
BUSINESS ADMINISTRATION, AND DUNCAN H. READ, DEPUTY 
ADMINISTRATOR, INVESTMENT DIVISION 


Mr. McCatium. Thank you, Mr. Chairman. 

Senator Sparkman, I am particularly pleased that my first yoo 
ance as Administrator of the Small Business Administration before 
this committee is to report on the progress of our programs estab- 
lished under the Small Business Investment Act of 1958 and, inci- 
dentally, to put into what I believe to be the proper perspective some 
of the criticisms I have heard directed at the small business invest- 
ment program. 

Mr. Duncan H. Read, Deputy Administrator in charge of the In- 
vestment Division, will discuss in some detail the administration by 
SBA of the Investment Act and the operation of small business in- 
vestment companies under the act. But before we hear from him 
I would like to make a few observations which I hope will be of in- 
terest to this committee. 

Let me say at the outset that I am proud of the progress this 
agency has made to date in the establishment of the small business 
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investment program. I do not mean to suggest that there are no 
opportunities for improvement in the program; but I firmly believe 
that the dedicated officials of the Small Business Administration, who 
have been charged with the responsibility of organizing this new 
and experimental program, have dons an outstanding job. 

On the surface, the Small Business Investment Act of 1958 appears 
to be a relatively uncomplicated piece of legislation, but. the program 
it establishes is extremely complex. In essence it provides “ a pro- 
gram to stimulate and supplement the flow of private equity capital 
and long-term funds which small business concerns need for the 
sound financing of their business operations and for their growth, 
expansion, and modernization * * *” by encouraging the organiza- 
tion of privately owned, privately financed, and privately operated 
small business investment companies. These investment companies 
are expected to furnish the necessary equity and long-term funds 
to small business concerns by the purchase of debentures convertible 
into the capital stock of such concerns and by the making of long-term 
loans. 

The act also provides for financial assistance to small business con- 
cerns through State and local development companies. Since this 
important program in a sense is separate and distinct from the in- 
vestment company program, I would like to discuss it first before I 
get into the investment program, 

Title V of the Investment Act authorizes financial assistance to 
State and local development companies. This title augmented a 
modest program for loans to local development companies established 
earlier by the Small Business Administration under its authority to 
make business loans. 

Section 501 of title V authorizes SBA. to make loans to State de- 
velopment companies to assist. in carrying out the purposes of the 
Investment Act. The total amounts of these loans are limited to the 
amount which the State development company has borrowed from 
all other sources. 

We have made but one loan to a State development company. 
The problem, as I understand it, is that the charters of many of these 
State companies preclude them from seeking loans from SBA. I 
am informed that some of the State organizations are in the process 
of amending their charters and that in the future we may anticipate 
more applications for loans under this authority. 

Section 502 authorizes loans to local development companies as 
well as State-sponsored groups for plant construction, conversion, 
or expansion, provided that the proceeds of these loans are used to 
assist an identifiable small business concern. Thirty-six such loans 
totaling $4,224,000 have been made, and a number of applications 
are pending. 

I expect increased activity during the next year for this useful 
program. Under it, SBA has been able to participate with local 
communities in solving some of their economic problems.’ The pro- 
gram has been a cooperative venture stressing the “build from 
within” approach, with substantial responsibility placed on the com- 
munity to plan the program and raise a portion of the required 
funds. 

As I have stated, the development program was launched by SBA 
more than 5 years ago. We have fostered this activity in many 
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ways. A description of the program has been included in a number 
of SBA publications over the years, the most recent being a brochure 
completed in December of last year and distributed to all known 
State and local development companies. 

Several years ago SBA commissioned a study of development com- 

anies. This study was published by the Senate Committee on 
Sealine and Currency and formed the basis in part for the enact- 
ment of title V of the Investment Act. We will continue, as we 
have in the past, to strengthen and publicize this program, because 
we believe its potential has not yet been reached. 

Turning now to the investment program, I would like to begin by 
stating that this activity has been and will continue to be based upon 
and governed by the policies laid down by the Congress. The valid- 
ity of this statement is clearly demonstrated by a review of the rec- 
ord which the Congress made in enacting the statute. 

By analyzing the investment company legislation we find that the 
Congress has laid down a number of principles to guide the SBA in 
its administration of the program. First, it is clear that the pro- 
gram is to depend on the profit motive for its success. SBA is to 
encourage the formation of investment companies and, to the extent 
authorized by law, to create a favorable climate in which these com- 
panies may operate. 

But in the final analysis the success of the program is dependent 
wholly on the financial success of the investment companies. The 
Congress intended these companies to be organized and to operate at 
all times on a sound financial basis and through the purchase of 
convertible debentures to profit ultimately from investment in small 
concerns. 

The report of the Senate Committee on Banking and Currency 
which accompanied the bill passed by the Senate (Rept. 1652, 85th 
Cong., 2d sess., June 4, 1958) has this to say on equity investment 
(p. 12): 


The committee believes that the use of convertible debentures, which has been 
developed to a high degree in recent years by many large, publicly financed 
companies, is the most suitable financing instrument for this type of program. 
This type of debenture is attractive to speculative investors who want an 
opportunity to share in the future prosperity of a business beyond the fixed claim 
of ordinary debt. In view of the risk inherent in, and the admittedly experi- 
mental nature of the financing which this bill seeks to encourage, consideration 
must be given to encouraging such speculative investors. 

The Senate report also contains the following additional guides 
for the administration of the act. 

This act is of a type “designed not to subsidize or protect * * *” 
small business, “but instead, to remove obstacles which impede the 
smooth workings of regular business competition” (p. 3). The func- 
tion of SBA “will be to deal with and regulate a relatively small 
number of private small business investment companies, and to make 
loans to State and local development companies” (p. 9). 

The programs must be administered by SBA “* * * in such man- 
ner as to insure the maximum participation of private financing 
sources * * *” (p. 10). “* * * it will take time to establish small 
business investment companies, and their growth and development 
will be a gradual process, * * *” (p. 10). “The committee sees no 
necessity for the formation of large numbers of small business invest- 
ment companies * * *” (p. 10). 
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The limitation on the amount of SBA loans available to licensees— 


* * * is to prevent such companies from merely serving as intermediates in 
the disbursal of Government funds to small business concerns. The SBA funds 
advanced to small business investment companies are to encourage and facilitate 
the formation and growth of such companies. The major portion of their funds 
are expected to come from private sources (p. 12). 

The Congress recognized that many of the activities of the invest- 


ment companies would be regulated by the Securities and Exchange 
Commission. As the Senate report stated: 


The committee is convinced that it would not be wise to exempt such invest- 
ment companies outright from the securities laws. At the same time it is 
recognized that there may be justification for exemptions by the SEC which 
are consistent with the purposes of the securities laws (p. 13). 

During the House debate (Congressional Record, Aug. 7, 1958) it 
was stated that the act will institute the formation of private finance 
companies which will decide which small business concerns are credit- 
worthy, which decisions these companies must back with a large pro- 
portion of their own money. The companies are to be formed volun- 
tarily with risk capital by private citizens who will share in the profits 
and losses of small business concerns. 

The House report (Rept. No. 2060, 85th Cong., 2d sess., of the 
House Banking and Currency Committee) accompanying the bill also 
contained similar guides for administration of the act. After ex- 
plaining that the purpose of the legislation is to make equity-type 
capital and long-term credit available to small business concerns, the 
report states on page 3 that: 


The bill proposes to achieve this purpose through encouraging the establish- 
ment of privately owned small business investment companies. 


At page 5, the report characterizes the legislation as follows: 


The bill, in our judgment, provides for a carefully reasoned and needed ap- 
proach to a heretofore uncharted field. 

In addition to banks, the act in no way precludes other types of in- 
stitutions from purchasing stock in investment companies (p. 7). It 
is expected that the major portion of the operating funds of invest- 
ment. companies will come Se private sources, but it is recognized 
that a greater demand will be made initially for funds from the Gov- 
ernment until the experience of the companies and their success has 
been proven (p.7). 


In speaking of the tax provisions related to this legislation, the re- 
port at page 10 declared: 


The committee believes that these tax incentives are necessary if the proposed 
program is to attract private funds in sufficient volume to be of practical benefit 


to small businesses. 

In Document No. 27—The Small Business Investment Act and the 
Small Business Tax Revision Act of 1958—issued by the Senate under 
date of August 24, 1958, it is stated that the small business program 
enacted by the 85th Congress differs in concept, purpose, and effect 
from any in the past. It is not a loan program. It is not a relief act 
or a distress measure; nor is it a subsidy. It isa program calculated, 
first, to keep open the important right of entry into the private enter- 
prise system for those who must begin small and, secondly, to insure 
the small concern a full and fair chance of growing large i p.1). The 
small business investment companies licensed by SBA under the Small 
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Business Investment Act are intended to be profitmaking businesses 

.3). 

Ps to summarize these congressional guides, we find that the 
Small Business Investment Act of 1958 and related tax laws are in- 
tended to induce and encourage private parties to form and operate 
new financial institutions which will supply equity and long-term 
loans to small business concerns. The program, which is experimental 
in nature, is not designed to subsidize or to protect small business but 
instead is to remove obstacles which impede the smooth workings of 
regular business competition. The aim of the program is to supple- 
ment rather than supplant existing private facilities and to encourage 
and facilitate the growth of investment companies by the encourage- 
ment of the spectilative private investor. 

Insofar as SBA is concerned, the agency is directed to establish a 
simple and flexible organization to carry out its functions. A basic 
responsibility of SBA is to encourage the formation of investment 
companies and to create a favorable climate in which these companies 
can operate successfully. In this program, there is to be no contact 
between SBA and small businesses. Instead SBA is to deal with and 
regulate a relatively small number of private companies. 

The Congress declared that there is no necessity for a large number 
of investment companies and that those that are licensed shall be 
licensed only after close attention to the criteria set out in the act. 
The Congress also stated that it will take time to establish investment 
companies and that their growth and development will be a gradual 
process. 

The investment companies, according to the Congress, are to concen- 
trate on furnishing equity capital and long-term loans to small busi- 
ness and thus to share in the profits and losses of small business. They 
are to be profit-seeking companies which profits are to be. derived, 
principally, through investing in the securities of small concerns, .The 
companies themselves will decide which smal] business concerns are 
credit worthy and this decision will be backed in the main by the 
private funds of the company. 

I have recited the legislative history of the Investment Act at some 
length because it seems to me that the best. way to evaluate the small 
business investment program is to measure it against the express in- 
tent of the Congress as we find it embodied in the legislative history. 
This review clearly shows that the Congress was quite aware of the 
complexities which are inherent in the investment pregram. For 
those who are familiar with the program as it exists today, this review 
demonstrates that the program has been developed by SBA in strict 
aceordance with the desires of the Congress. I believe also that this 
review serves as an answer to certain criticisms of the program. 

Some persons have expressed concern and disappointment because 
we have licénsed but 76 companies. Certainly 76 companies is less 
than the 200 within the first year which the former Administrator, 
Mr. Barnes, obviously anticipated; but I must point out that in Au- 
gust 1958, when the act was approved, there were only two or three 
well-known ‘and established private financial institutions devoting a 
substantial portion of their activities to providing equity and long- 
term loan funds for small business concerns. Today, 18 months after 
approval of the Small Business Investment Act, SBA has licensed 
76 privately owned and operated companies devoted to this activity. 
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Through this program $38.5 million in private money has been in- 
vested in these licensees to be devoted exclusively to providing equity 
and long-term loan funds for small business. 

I should also point that, of necessity, the formation of an invest- 
ment company and the acquisition of the considerable capital required 
by such a venture is a complex undertaking particularly when such 
a company is setting a course on uncharted seas. It is not astonish- 
ing to me to find potential investors exercising caution in the organi- 

zation of new companies. In addition, it should be clear that the 
number of licensed companies is not entirely within the control of 
SBA. 

Regardless of the good will and enterprise of this agency, we cannot 
commandeer experienced and competent investors who are willing 
and anxious to speculate by investing their money in smal] business 
concerns. 

I believe that some of these considerations may have been over- 
looked in evaluating the progress of the program. I do anticipate, 
however, that, as the experience and success of companies already 
licensed is made known, other interested spectators will be anxious 
to join the ranks. I expect a continuing growth in the number of 
licensed companies. Considering its experimental nature, the com- 

lexity and number of activities involved, and the necessity for pub- 
Rieiiete and explaining the program, the program initiated by the 
Small Business Investment Act of 19: 58, in my opinion, now has been 
established on a substantial basis within a remark: bly short period. 
This is particularly true if this period is compared with that ordinar- 
ily allotted and justified for the organization and full operation of a 
new Government program. 

I have heard it said that the SBA investment program is smothered 
in redtape. However, knowledgeable investors, experienced in the 
ordinary demands of the SEC and familiar with the ways of invest- 
ment banking, often have praised rather than criticized the content of 
the Investment Division’s regulations and the speed with which they 
were promulgated. This is a complex program and the aims of the 
program, in my view, cannot be achieved without adequate regula- 
tions. I understand that persons have suggested that the demands 
made upon small business concerns by the investment companies have 
been oppressive and that the charges made by the investment com- 
panies are exorbitant. Here again, I can only say that such state- 
ments often are based on lack of understanding of equity financing. A 
firm seeking equity capital must be prepared, of course, to give up a 
share of the business. A’ firm whose financial conditions does not 
justify long-term loans at prime rates of interest must pay a higher 
rate of interest if it is to obtain the necessary financing. Operating 
an investment company is expensive and risky. All of its ventures 

may not be successful. The company is entitled to rates commensur- 
ate with the expense and the risk. 

The function of the investment program is to provide new sources 
of financing. Its aim is to fill a financing gap. It is incumbent upon 
any private, small concern that requires financing to seek out such 
financing on the best terms it can command. This is the essence of a 
free- -enterprise system. The cost of the financing must be determined 
through ordinary competitive means. There is, of course, no re- 
quiremnet that a small concern deal with any investment company. 

52107—60-—2 
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One last word on criticism. I have tried to show today that our 
administration of the act has been in accordance with the express de- 
sires of the Congress. I refer both to the content of the program and 
the pace at which it has developed. In my view, the investment pro- 
gram, as spelled out by the Congress, has tremendous potential. But 
we who are responsible for the development of this potential are 
aware that any ill-considered action during the developmental stage 
could discredit and destroy all that both the Congress and this admin- 
istration hope to accomplish with this program. For this cogent 
reason, we are most reluctant to depart from the sound principles 
laid down by the congressional proponents of the Small Business 
Investment Act. 

As I have indicated, Mr. Read will discuss in some detail the opera- 
tion of the investment program. As a preface to Mr. Read’s testi- 
mony, I think it would be useful at this point to discuss briefly one 
problem which faced SBA at the inception of the program. An un- 
derstanding of this problem will lead to an understanding of the neces- 
sity for much of our regulatory material. 

At the commencement of the program, SBA was faced with the 
necessity properly to balance the sometimes conflicting desires of the 
diverse groups which have an interest in or form an integral part of 
the program. Thus, the need reasonably to protect the taxpayers’ 
money was weighted against the need for encouraging the formation 
of investment companies through the medium of readily available 
financial assistance. Questions were raised as to the degree of re- 
sponsibility of SBA to limit the activities of investment companies in 
order to protect those members of the public who may invest in the 
stock of investment companies. Problems arose as to the proper 
emphasis to be placed on protection of the financial interests of small 
concerns when this interest conflicted with the financial needs of the 
investment companies. 

To find the answer to all these questions (to the extent that the 
answer has been found) we have looked again to the express intent 
of the Congress. For example, it seems to us to be clear that the 
Congress intended a primary mission of SBA to be to encourage the 
formation of the investment company. Without these companies, 
there can be no equity capital program. 

The excerpts from the committee reports which I have cited show 
that the Congress recognized that the success of the program was 
dependent upon the incentives that could be offered, oponit, and other- 
wise, to private individuals and private capital to stimulate the 
formation of investment companies; that these investment companies 
would be engaged in speculation on the growth of small businesses; 
and that, to a degree, at any rate, the receipt of financing from invest- 
ment. companies would involve expense to, and the sale of equity in 
the participating small businesses. 

We are concerned with the welfare of the small businesses financed 
by the investment companies; but we must rely in part on the usual 
elements of competition and supply and demand to guide the manage- 
ment of small concerns in seeking out equity and long-term financing. 

We are also concerned with the protection of investors who may 
supply funds to the investment companies. This is particularly true 
in the case of those investment companies which are not regulated by 
the SEC. But here again, we believe it is clear that the Congress, 
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when it stated, for example, that “it would not be wise to exempt such 
investment companies outright from the securities laws * * *,” in- 
tended that the primary responsibility for the protection of the 
investor lay in most cases with the Securities and Exchange 
Commission. 

I do not suggest that any of these problems have been finally solved. 
Obviously, the answers will come only after experience and experi- 
ments. I will say, however, that it is impossible for us to develop a 
program which will completely satisfy each and every conflicting 
demand. 

This committee will recollect that, during the past session of the 
Congress, certain amendments to the Investment Act were recom- 
mended by the Small Business Administration. These recommen- 
dations were based on the suggestions of investment companies 
and others. After our initial experience under the act we found that 
neither licensees nor small business concerns desired the mandatory 
purchase of investment company stock when convertible debentures 
are sold by small business concerns. This requirement imposes addi- 
tional costs upon the small business concern and deprives the invest- 
ment company of freedom in the issuance of its own stock. We have 
also found that greater flexibility in the method and manner of pro- 
viding equity funds to small business concerns was desirable. 

The Senate incorporated the amendments necessary to alleviate 
these problems in S. 2611. This bill has passed the Senate and pres- 
ently 1s awaiting action in the House. We hope that the House will 
act promptly, because we are convinced that the passage of this legis- 
lation will significantly strengthen the investment program. The 
President, in his Economic Report to the Congress, has urged the en- 
actment of this legislation. 

Mr. Chairman, with your permission, I would now like to have Mr. 
Duncan Read, who is the Deputy Administrator in charge of the In- 
vestment Division, make a statement to the committee. 

The Cuatrman. Yes, we shall be very glad to have that. 

Mr. Read, you may proceed with your statement. 

Mr. Reap. Thank you. 

Before reviewing the results of the development company loan pro- 
gram and the small business investment company program as shown 
on the charts, I would like to describe briefly the procedures for han- 
dling each program and then discuss the results as shown by our 
charts. After the presentation of the record in this way, I would like 
to make a few comments which I trust may be informative and help- 
ful to the committee. 

The procedures in connection with the State or local development 
company loans under section 502 are as follows: 

The formation of a local development company for the purpose of 
aiding industry in any given area involves the assembling of the cap- 
ital of the development company, the plans for the development of, let 
us say, a manufacturing facility, and the establishment of the small 
business concern which is to operate the facility involved. In every 
case SBA spent many days counseling the organizers of the develop- 
ment company and the small business concern in setting up the condi- 
tions of a 502 loan. 

After the development company has been properly organized and 
its funds paid in, construction contracts entered into, lease drawn up, 
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and loan application presented in acceptable form, this entire record 
is reviewed in the regional office, and, assuming everything to be in 
order, the file is sent to the Washington office for final action. In 
most cases a decision is rendered within 10 days. 

I would now like to present the exhibits. Can you see them? 

The Cuatrman. We cannot see them there. 

Mr. Reap. This chart (A) shows the States in which the develop- 
ment company loans have been made, the number of loans, and the 
amount of money involved, and I will give you the—— 

The CHarrman. By the way, in our folder there is an exhibit that 
gives a list of the various loans that have been made. 

Mr. Reap. We have a list of the companies and the States and the 
amounts of the loans, which will be submitted as part of the record. 

The Cuatrman. That is this list (B) ? 

Mr. Reap. Yes, sir. 

The Cuarrman. You will find it in your folder, if you want to 
follow it. 

Mr. Reap. This is the only display, a map, showing the development 
company activity. 

The results up to February 18, 1960, account for 50 applications 
received, 37 approved, involving total loans of $4,539,000, of which 
SBA provided $4,066,000. 

Included on this map is one State development company loan for 
$313,750 to the Business Development Co. of Rhode Island, located in 
Providence. 

The Cuatrman. That is the only State development loan made? 

Mr. Reap. Yes, sir; under 501 or 502, either. 

The Cuamman. Yes, that is pointed out. 

Mr. Reap. No visual display can graphically show the amount of 
work by the regional personnel in assisting all parties involved in a 
local development company loan. SBA has publicized the availabil- 
ity of this program and has been in touch with all known local devel- 
opment companies. Informational literature has been distributed to 
interested groups, and sectional and regional meetings have been held 
to explain the possibilities of this program. 

Four local development companies have now submitted to the re- 
gional offices loan proposals. Nineteen other applications are under 
discussion but have not been presented in the regional offices, and there 
are some 296 groups that have had preliminary discussions with the 
regional offices on the development company loan program. 

Now, in regard to the investment company program, the procedures 
in licensing a small business investment company likewise start in the 
regional office, where the Investment Division representatives discuss 
with proponents and their attorneys the requirements leading up to 
the licensing of a small-business investment company. These involve, 
first, the filing in the regional office of a proposal form in which the 
proponents describe the proposed capitalization of their company, its 
charter and bylaws, its plans of operation and expansion, and the areas 
in which it proposes to operate. ‘ 

The proposal form is reviewed in the regional office for compliance 
with any State law involved and forwarded to the Washington office. 
Immediately upon arrival in Washington, one copy of the proposal 
form is forwarded to the Securities and Exchange Commission, thus 
enabling that agency to communicate at that time with the proponents 
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in cases where the Securities Act of 1933 or the Investment Company 
Act of 1940 appear to be involved. 

After review in Washington, the proponents are notified of amend- 
ments, if any, that may be required to comply with the Small Business 
Investment Act or the regulations, and are asked to forward amend- 
ments. SBA counsel and Investment Division personnel in the re- 
gional office are again available to discuss with the proponents and 
their counsel, the amendments requested. When the amendments 
are received in Washington they are reviewed, and a copy immediately 
sent to the SEC. 

Assuming the amendments are in order, SBA then issues a notice 
to proceed which is, in effect, an agreement to issue a license upon 
notification from the proponents that their company has been or- 
ganized as outlined in the proposal form and that the capital has 
been paid in. The proponents then forward a license application 
with certifications as to the formation of the company, after which 
SBA issues the license. 

I believe the shortest length of time between the filing of a proposal 
in the regional office and the granting of a license has been 66 days, 
which occurred in two cases. The attorneys handling these proposals 
had evidently made considerable effort to become thoroughly familiar 
with the act and the regulations. 

Our procedures in the Washington office allow up to 15 working days 
for action by that office on any proposal or any set of amendments. 

I would now like to show the charts and then make a summary on 
those. 

This chart (C) shows the number of proposals received month by 
month from the start of the program, and these open bars show the 
total of the three monthly bars. 

Now, I wish to draw your attention particularly to these quarterly 
bars here. For the first quarter of 1960 with March drawn in at 
the same rate of applications since the first of the year, the chart 
indicates 24 proposals for the first 3 months of this year. 

The last 3 months of 1959 we got 26 proposals; 3 months prior to 
that we received 25 proposals. So, when I comment in my formal 
statement that the interest in the program is undiminished, I base it 
on those figures there. 

There is no letup in the rate at which the proposals have been 
coming in for the last 9 months. 

I will hand these small charts around. This one (D) shows the 
proposals received and licenses issued by States, and this is a chart 
(E) showing where 100 applications are under discussion in the 
local office. I comment on that in my formal statement, also. 

Here is a chart (F), a cumulative chart, which shows the total 
number of proposals received, 155; the rate at which they have been 
received, you can get from the previous chart. At the Lethe! the 
black column is the number of licensed companies, 76. This cross- 
hatch represents the notices to proceed that are outstanding; the 
diagonal hatch represents the requests for amendments outstanding; 
and these black dots are proposals withdrawn; and these blank white 
are proposals under review in Washington. And you will notice 
here when the program started off, the number of proposals in the 
Washington office was a large fraction of the chart, and as we got 
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going, and had our organization working smoother, the fraction 
went down, and asa very representative figure. 

This is the capitalization chart (G). 

This tall, diagonal, hatched bar is the total capitalization of li- 
censed companies; in other words, companies now in existence have a 
total capitalization of a little over $45 million, of which 6.9 is Gov- 
ernment money. From here down is Government money. 

The black part of this Government money is the amount of Gov- 
ernment money actually drawn down. 

This black dot bar is the amount of money which the licensees may 
call upon under section 303 of the act. 

The next chart (H) is pretty much the same, but this has to do 
with all proponents as alls as licensees. In other words, if all com- 
panies that now have proposals in, are in fact licensed, and most 
of them will be, going by the past record, the capitalization would 
amount to $67.5 million, and Government money of $15.7 million. 

The Cuarrman. I suggest, if there is no objection, that it might 
be well to place these charts in the record. I would leave it up to 
the staff of our committee, in cooperation with your people, Mr. 
Read, to see what charts should be and could be used. 

Mr. Reap. We will be glad to do it.* 

In summarizing this activity, I will just repeat, 155 proposals have 
been received, 9 canceled or withdrawn, 76 companies licensed, 4() 
additional companies issued notices to proceed. The total capitaliza- 
tion of licensed companies is $45,495,000, of which less than one-sixth, 
namely $6,995,000, has been provided by Government loans under sec- 
tion 302 of the act. 

These charts show rather conclusively that there has been a negli- 
gible number of cancellations and withdrawals, and that the interest 
in the program continues unabated, as shown by the total number 
of proposals received in recent months, particularly the last 9 months. 

We do not have day-to-day figures on the investments made by 
licensed companies. We do not require them to report to SBA every 
investment at the time it is made. We did, however, ask all licensed 
companies at the end of December for a statement on their invest- 
ments and commitments made to small business concerns. As of 
December 24, 1959, licensed SBIC’s, of which only 24 had been in 
business as long as 6 months, had either disbursed or committed $10,- 
816,000 to over 180 small business concerns, $6,511,950 by convertible 
debentures and $4,304,000 by long-term loans. 

I should like to repeat that vigorous and continuous publicizing of 
the small business investment company and development company loan 
programs by SBA has maintained a continuing interest in both pro- 
grams, as shown by the rate of new SBIC proposals and development 
company loan applications. 

Whereas 155 proposals for the formation of SBIC’s had been re- 
ceived on February 18, 1960, over 100 additional proposals are known 
to be in preparation at this time, the greatest concentrations being in 
the following SBA regional areas: San Francisco, 28; New York, 16; 
and Chicago, 15. 


1 For exhibits referred to, see app. VI, p. 403. 
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SBA has implemented and clarified its procedures by the 5 opera- 
tional memorandums, 9 amendments or proposed amendments to the 
regulations, and 10 interpretations of the regulations listed herewith :? 


OPERATIONAL MEMORANDUMS 


. Procedure for disbursement of subordinated debenture bonds; 
. Repayment of subordinated debentures from borrowed funds; 
. Eligible investments for idle operating funds of SBIC’s; 

. Amendments to proposals and license applications; 

. Size-standard and loan-purpose questionnaire. 


oF CO De 


AMENDMENTS TO THE REGULATIONS 


107.302-1—Proceeds of sale of subordinated debenture may not be 
invested in alcoholic beverage enterprises ; 

107.302-2—-Consideration for stock of licensee ; 

107.303-8—Proceeds of loan by licensee may not be invested in alco- 
holic beverage enterprises ; 

107.308-7—Conditions necessary for contracts by licensee with in- 
vestment advisory or management services ; 

107.308-9—Investments by SBIC’s abroad and financing of raw 
land speculations of small business concerns ; 

108.2 (c)—Size standards for 501 loans; 

108.502-1(b) (2)—Financing of recreational or amusement facili- 
ties for the public good ; 

108.502—1 (h)—Interest rate for SBA share of loan; 

108.501 (b) (4) (i)—Investment and loan portfolio; restriction 
against investing in alcoholic beverage enterprises. 


INTERPRETATIONS OF THE REGULATIONS 


107.1000—Capital structure of licensees ; 

107.1001—Repayment of subordinated debentures; 

107.1002—Participation by SBA under section 7(a) of the Small 
Business Act in an SBIC loan; 

107.1003—Collateral security for convertible debentures purchased 
by a licensee; 

107.1004—Aid for agriculture; 

107.1005—Maturity of convertible debentures and long-term loans; 

107.1006—Repayment of convertible debentures and long-term 
loans prior to maturity ; 

107.1007—Short-term loans by a licensee; 

107.1008—Eligible investments for idle operating funds of SBIC’s; 

107.1009—Employment of funds provided small-business concerns 
by licensees. 

The only item in the foregoing list that I would like to discuss is 
the amendment to regulation 107.302-2, consideration for stock of 
licensee. This reads, in part, as follows: 


Options upon the stock of the licensee may be given upon a fair and reasonable 


— only in lieu of salary or in payment for services actually rendered to the 
icensee. 





2 For full text see app. II, pp. 284-328. 
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We believe that the right to grant options on the stock of a licensee 
will be beneficial to the program, particularly in the case of small 
companies where salaries must be at a minimum. We wish to state, 
however, that granting of stock options is not permitted to companies 
registered under the Investment Company Act of 1940 and small 
SBIC’s which have granted stock options may have problems under 
the Investment Company Act of 1940 if they expand to a point where 
they must register under that act. 

In addition to the foregoing operational memorandums, amend- 
ments, and interpretations, SBA has published in the Federal Regis- 
ter a notice of proposed rulemaking in regard to forms and procedures 
governing financial reports and examinations of the investment com- 
panies. The forms and instructions relating to “nonfinancial mat- 
ters” which will be published shortly, have been worked out in the 
closest cooperation with the Securities and Exchange Commission, 
and will fit the reporting and examination requirements of the Small 
Business Investment Act as well as the requirements of the acts ad- 
ministered by the Securities and Exchange Commission. In respect 
to one minor item, SEC may issue its own instructions to SBIC’s 
reporting under the Investment Company Act of 1940 relating to 
controlled companies and other affiliated persons. 

SBA has set criteria for loans to SBIC’s under section 303, the 
principal features of which are as follows: 

We are prepared to permit the SBIC to select for earmarking under 
a nonhypothecation agreement, securities resulting from loans and 
investments that it has made, to retain the custody of them, and to 
borrow from SBA an amount equal to two-thirds of the investment 
company’s investment in the earmarked securities. As these securi- 
ties are paid down, two-thirds of the redemption payments are to 
be applied to the reduction of SBA’s loan, or additional securities 
may be earmarked. In the case of the unavailability of additional 
securities not in default, or in the case of default by the investment 
company itself, SBA would have the right to require the SBIC to 
deliver and assign the earmarked securities. 

Under such arrangements, all investment companies would receive 
uniform consideration and would not be subjected to the cost and 
restrictions of hypothecating and delivering the earmarked securities 
to SBA or to a custodian or trustee. Thus, the SBIC is free to utilize 
all securities not earmarked, plus all securities resulting from the SBA 
loan, in borrowing from financial institutions. 

These criteria were developed after discussion with representatives 
of many financial institutions, and it is hoped that this arrangement 
will encourage private lenders to participate in the program. 

The final comment I would like to make is a personal one, namely 
that the participation of the banks and the bank holding companies 
in the formation and operation of small-business investment com- 
panies has been most beneficial to the program. Many of these insti- 
tutions have felt an obligation to their communities to provide term 
loan and equity financing, as well as the usual banking service. They 
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have, in many cases, provided competent officials without recompense 
for the conduct of the investment company’s business. 

In many cases, banks or bank holding companies have a great, many 
branch offices at which the SBIC facilities can be widely publicized 
and made readily available. Six banks and bank holding companies 
which have organized SBIC’s have, for instance, over 1,100 offices. 
We hope to continue our efforts to interest additional banks and bank 
holding companies to enter this program. t 

The problem of establishing the largest source of private capital 
carries with it, in my opinion, the basic considerations of establishing 
conditions for profitable operation and providing reasonable condi- 
tions for expansion of individual SBIC’s. 

In my opinion, students of this program may not be fully aware of 
the absolute necessity of current and continuous profits to the small- 
business investment companies from their routine operations, exclu- 
sive of profits realized from conversion rights. 

Except under unusual circumstances, one cannot expect SBIC’s to 
be generated in expectation of a negligible cash dividend on capital 
und a gradual increase in the value of investments; on the contrary, 
private oo in substantial amounts can only be induced into the 
business of providing small concerns with venture capital and long- 
term funds if the expectations are for an immediate current return 
on capital appropriate to the risks, plus an eventual hoped-for capital 
gain on investments. Any legislative or administrative action which 
might jeopardize an adequate current operating profit to the SBIC’s 
should, in my opinion, receive the most serious consideration. 

This concludes my comments, Mr. Chairman, and I will be glad 
to try to answer any questions you may have. 

The Carman. Thank you, Mr. Read. 

Senator Cooper, any questions that you wish to pose to Mr. McCal- 
lum or Mr. Read ? 

Senator Cooper. I do not think so at this time. 

The Cuatrman. Senator Saltonstall ? 

Senator SauronstaLy. Mr. Chairman, as you announced in your 
opening statement, the staff would like to withhold questioning of 
Mr. McCallum or Mr. Read until Thursday morning after we had 
heard from the other witnesses. 

The CuHarrman. I was going to suggest, Mr. McCallum and Mr. 
Read, if you can be here Thursday morning, we might cap this thing 
off and by that time be able to question you in light of the evidence 
and the testimony that comes from the several witnesses. If that is 
agreeable with you, we shall defer any questions until that time. 

Mr. McCatuvum. It is, Mr. Chairman, and we will be here. Will 
that be at 10 o’clock Thursday morning ? 

The Cuairman. Ten o’clock Thursday morning. 

Mr. McCatium. Thank you, Mr. Chairman. — 

The Cuarrman. Thank you very much, gentlemen. 
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STATEMENT OF EDWARD N. GADSBY, CHAIRMAN, SECURITIES AND 
EXCHANGE COMMISSION; ACCOMPANIED BY BYRON WOODSIDE, 
DIRECTOR, DIVISION OF CORPORATION FINANCE, SEC; AND 
LAWRENCE GREENE, ASSISTANT DIRECTOR, DIVISION OF COR- 
PORATE REGULATION, SEC 


The CHarrMan. Next we will call Edward N. Gadsby of the Securi- 
ties and Exchange Commission. 

Mr. Gadsby, if you will come around, we shall appreciate it. We 
are glad to have you with us. 

Do you have a prepared statement? Just proceed in your own way. 

Mr, Gapssy. Very well. Thank you. 

Mr. Chairman and members of fies committee, my name is Edward 
N. Gadsby. I am from the Commonwealth of Massachusetts and 
am Chairman of the Securities and Exchange Commission. I am 
accompanied today by certain members of the Commission staff. 

We are here at your invitation to testify on our activities in rela- 
tion to the Small Business Investment Act of 1958, and to comment on 
certain matters that have been raised with respect to the securities laws 
which our agency administers. 

The Securities and Exchange Commission is charged with the en- 
forcement of three statutes which are, to varying degrees, applicable 
to the activities of small-business investment companies, namely, the 
Securities Act of 1933, the Trust Indenture Act of 1939 and the In- 
vestment Company Act of 1940. 

The Cuarrman. Mr. Gadsby, I wonder if at this point you would 
identify those who accompany you for the record. 

Mr. Gapspy. For the record, I have Mr. Byron Woodside, Director 
of our Division of Corporation Finance; and Mr. Lawrence Greene, 
the Assistant Director of the Division of Corporate Regulation. 
Those are the two branches of our organization which are most inti- 

mately concerned with this act. 

The Cuarman. Thank you. 

Mr. Gapssy. I also have other members of the staff who are avail- 
able, if necessary. 

The Cuarrmman. Thank you, sir. 

Mr. Gapssy. Continuing with my prepared statement, Mr. Chair- 
man, the purposes of the Securities Act are to provide investors with 
information concerning securities offered for public sale and to pre- 
vent misrepresentation and fraud in the sale of securities generally. 
Insofar as the disclosure objective is concerned, the statute requires 
the filing of a registration statement which includes a prospectus con- 
taining prescribed information with respect to the issuer, its business, 
and finances, the security to be offered, and related data. The pros- 
pectus must be delivered to investors. There are certain exemptions 
from registration provided in the statute. 

The Trust Indenture Act requires that bonds, notes, debentures, 
and similar securities publicly offered for sale, except as exempted by 
the act, be issued under an indenture which meets specified require- 
ments. These requirements are intended to provide a means by which 
the rights of holders of securities issued under the indenture may he 
protected and enforced. 
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The Investment Company Act of 1940 provides for the registration 
and regulation of companies engaged primarily in the business of 
investing, reinvesting, holding, and trading in securities. The gen- 
eral objectives of this statute are to secure honest and unbiased man- 
agement of the investors’ funds; to give security holders a voice in 
the investment company and particularly in the selection of man- 
agement; to assure adequate and feasible capital structures; to obtain 
fairness in all transactions between affiliated persons and the invest- 
ment company ; and to provide shareholders with informative periodic 
financial reports. 

These statutes, and the exemptions they provide in the area of 
small-business investment companies, are more fully described in a 
pamphlet which our agency issued last year entitled, “How SEC Laws 
and Regulations Affect Small Business Investment Companies.” 

With the committee’s permission, I would like to offer a copy of 
this pamphlet for the record. 

The Cuarrman. We will be glad to receive it. 

(The document referred to follows :) 


How SEC LAWS AND REGULATIONS AFFECT SMALL BUSINESS INVESTMENT 
COMPANIES 


Securities and Exchange Commission, Washington, D.C., March 20, 1959 
FOREWORD 


The purpose of this booklet is to describe briefly and in general terms the 
manner in which the Federal statutes administered by the Securities and Ex- 
change Commission affect smali business investment companies organized under 
the Small Business Investment Act of 1958. Persons proposing to organize 
small business investment companies should be familiar with the requirements 
of these statutes and the rules and regulations thereunder. Further information 
in regard to these requirements may be obtained from the principal office of the 
Commission in Washington or from any regional or branch office of the Com- 
mission. The Commission’s staff is available for consultation with persons 
desiring further information in regard to the Commission’s requirements or the 
application of these requirements to particular situations. 


I. THE SECURITIES ACT OF 1933 
General 


The Securities Act of 1933 is concerned with the offering and sale of securi- 
ties to the public and with the prevention of fraud and the use of deceptive prac- 
tices in the sale of securities generally. This is accomplished primarily by re- 
quiring that most public offerings be preceded by the filing with the Commission 
of a registration statement and that investors be furnished a prospectus con- 
taining information considered necessary to an informed and independent in- 
vestment decision. The act applies to offers and sales of securities not only by 
the issuer but also by persons in a control relationship with the issuer. The 
act covers all types of securities, such as stocks, bonds, debentures, notes, vot- 
ing trust certificates, and, in general, any interest or instrument commonly known 
as a security. 

The Securities Act contains exemptions from registration for certain types 
of securities and for certain types of transactions in securities. In addition, 
the Commission is authorized to adopt rules and regulations exempting other 
securities from registration upon terms and conditions deemed appropriate by 
the Commission. These exemptive provisions of the act and exemptive regula- 
tions of the Commission, insofar as they may be applicable to small business 
investment companies, are described later. 


Registration of securities 


To register securities an issuer files with the Commission a registration state- 
ment, on the appropriate form prescribed by the Commission, accompanied by 
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the prescribed filing fee. The registration statement includes copies of the 
prospectus which must be delivered to investors. The statement becomes effec- 
tive 20 days after the filing of the statement or any amendment thereto, unless 
the Commission accelerates the effective date. 

The Commission has prepared a special registration form, designated form 
N-5, for use by small business investment companies in registering their securi- 
ties under the Securities Act. This is a combination form which may also be 
used for registering small business investment companies under the Investment 
Company Act of 1940. The use of this form in connection with the latter act 
will be described later. 

A registration statement, including the prospectus and any other papers and 
documents filed as a part of the statement, becomes public immediately upon 
filing with the Commission. Until the registration statement is filed, no offer- 
ing of the securities may be made and until the registration statement becomes 
effective no sale of the securities may be made. Between the filing and the 
effective dates of a registration statement, no written sales literature other 
than that prescribed by the act and the Commission’s regulations may be used. 
After the effective date of the registration statement, however, a registrant may 
use sales material in addition to that prescribed by the act and the Commission’s 
regulations, provided such material is not false or misleading and is accom- 
panied or preceded by the statutory prospectus. 

The fact that securities have been registered does not mean that the Commis- 
sion has in any way passed upon the merits of, or given approval to, the 
securities or has made any finding that the registration statement, prospectus, 
or other sales material is accurate or complete or does not contain any false or 
misleading statements. It is a criminal offense to make any representation 
contrary to the foregoing. The law prohibits false or misleading statements 
under penalty of fine or imprisonment or both. In addition, if an investor suf- 
fers a loss in the purchase of a registered security, the law provides him with 
important recovery rights if he can prove there was incomplete or inaccurate 
disclosure of a material fact. 


Statutory exemptions 

As indicated above, not every offer or sale of securities is subject to the regis- 
tration and prospectus requirements of the Securities Act. Section 3(a) of the 
act contains a number of exemptions for various classes of securities. For the 
most part, these exemptions are inapplicable to securities of small business 
investment companies. However, attention is called to section 3(a) (3) which 
exempts commercial paper issued in current transactions and having a ma- 
turity not in excess of 9 months. Attention is also directed to section 3(a) (9) 
which exempts securities exchanged by an issuer with its existing security 
holders where no commission or other remuneration is paid directly or indi- 
rectly for soliciting such exchange. 

Section 3(a) (11) exempts securities which are part of an issue offered and 
sold only to persons resident within a State or Territory where the issuer of 
such securities is a person resident and doing business within, or, if a corpora- 
tion, incorporated by and doing business within such State or Territory. This 
exemption is not available, however, for small business investment companies 
registered under the Investment Company Act of 1940. A proposed offering 
under this exemption by a small business investment company which is not so 
registered would subject the company to registration under that act and the 
exemption would thereupon become unavailable. This is discussed further in 
connection with the discussion of the Investment Company Act. 

Section 4 of the act exempts certain types of transactions. These include 
transactions by or on behalf of noncontrolling stockholders; transactions not 
involving any public offering (so-called private offerings) ; and brokers’ transac- 
tions executed upon customers’ orders but not the solicitation of such orders 
(ordinary trading transactions). The private offering exemption may be of 
particular importance to small business investment companies and is discussed 
in some detail below. 


Private offerings 

The exemption for issues not involving any public offering contained in sec- 
tion 4(1) of the act is probably utilized more than any other by small business 
enterprises. For example, when a small group of promoters composed of, say, 
10 individuals, decides to incorporate, the stock issued to them does not usually 
need to be registered because of the nonpublic nature of such sales. Whether 
or not an offering is public in other cases is often difficult to determine. The 
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Commission has in the past taken into account various factors in determining 
whether an offering is private or public. These include the scope of the offer- 
ing (rather than the number of actual purchasers) and their relationship to 
each other and to the issuer, and the type, size, and manner of the offering. The 
methods employed to contact prospective purchasers may be particularly perti- 
nent. For example, a general solicitation either through the mails, by newspaper 
publication, or otherwise would constitute a public offering. 

Even though an offering is limited to a particular class of purchasers, it 
might not be considered a private offering. Thus, on the one hand, the mere 
fact that an offering is limited to stockholders, employees, or creditors, does not, 
in and of itself, make the offering exempt. On the other hand, an offering 
to a restricted group of “key employees” might be exempt. 

The possibility of resale by the original purchaser must be taken into con- 
sideration by the issuer, for a private offering may thereby become public. The 
issuer should, therefore, satisfy itself that the shares are being taken for in- 
vestment and not with a view to distribution. Representations to his effect 
are frequently obtained from the purchasers. The exemption also may not apply 
to securities offered privately, if securities comprising the same issue are offered 
to the public generally at or about the same time. (This exemption is dis- 
cussed in detail in Securities Act Release No. 285, copies of which may be ob- 
tained from any SEC office. ) 


Exemption provided by regulation HB 


Regulation E provides a conditional exemption from registration under the 
Securities Act for securities of small business investment companies which are 
licensed under the Small Business Investment Act or which have received the 
preliminary approval of the Small Business Administration and have been 
notified by the Administration that they may submit an application for such 
license. The regulation exempts issues not in excess of $300,000. In computing 
this amount it is not necessary to include the amount of funds received from 
the Small Business Administration or the capital advanced by the active pro- 
moters. 

The regulation requires the filing of a notification with the Commission and, 
except in the case of offerings not in excess of $50,000, the filing and use of an 
offering circular containing certain specified information. The exemption may 
be suspended in a particular case if the Commission finds that any of the terms 
and conditions of the regulation have not been met or complied with. It should 
be noted that compliance with this exemption does not exempt the company 
from the registration, reporting, and other provisions of the Investment Company 
Act of 1940. 


Sale of stock to small business concerns 


Whenever a small business investment company provides capital to a small 
business concern through the purchase of the latter’s convertible debenture 
bonds, the small business concern is required, by section 304(d) of the Small 
Business Investment Act, to purchase stock of the small business investment 
company in an amount equal to not less than 2 percent nor more than 5 percent 
ef the capital so provided. The regulations of the Small Business Administra- 
tion specify certain minimum amounts of such stock which a small business con- 
cern is required to purchase depending upon the amount of capital which it ob- 
tains from a small business investment company. 

The Commission has adopted a rule under the Securities Act, rule 151, which 
provides that such transactions are not deemed to involve a public offering of 
capital stock of a small business investment company if the amount of stock 
involved is the minimum required to be purchased in connection with the par- 
ticular transaction, and the stock is acquired by the small business concern for 
investment and not with a view to its distribution. If a small business concern 
does not acquire such stock for investment but takes it with a view to its resale, 
then, unless the stock is resold to the small business investment company, consid- 
eration must be given to the registration of such stock or to compliance with the 
appropriate exemption regulation prior to any resale of the stock to the public. 


Resale of securities of small business concern 


A problem arises when a small business investment company acquires the con- 
vertible debenture bonds of a small business concern and intends to dispose of 
the bonds as promptly as seasoning and the development of a market for such 
bonds permit or to dispose of the common stock received upon conversion of the 
bonds. Since most small business investment companies would be interested in 
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turning over available resources as rapidly as possible in order to continue their 
operations and to realize available gains, this activity of the investment company 
will be essentially that of an underwriter. It is, therefore, necessary to give con- 
sideration to the registration and prospectus provisions of the Securities Act and 
to the provisions of the Trust Indenture Act insofar as a subsequent disposition 
of these securities of the small business concern may involve a public offering 
subject to these acts. The intrastate exemption provided by section 3(a) (11), 
or the limited exemption afforded by regulation A under section 3(b), may be 
available. It would seem prudent, however, for the investment company and 
small business concern to consider, and to make advance provisions for, compli- 
ance with the Securities Act and the Trust Indenture Act in the even subsequent 
transactions fall within the scope of these acts. 


II. THE TRUST INDENTURE ACT OF 1939 


The Trust Indenture Act of 1939 requires that bonds, notes, debentures and 
similar securities publicly offered for sale, except as exempted by the act, be 
issued under an indenture which meets the requirements of the act, and has been 
duly qualified with the Commission. The act requires that indentures to be quali- 
fied include specified provisions which provide means by which the rights of 
holders of securities issued under such indentures may be protected and en- 
forced. These provisions include designated standards of eligibility and qualifi- 
cation of the corporate trustee to provide reasonable financial responsibility and 
to minimize conflicting interests. The indentures must also require the trustee 
to exercise after default the care which a prudent man would exercise in the 
conduct of his own affairs. 

Several exemptions of importance to small business investment companies and 
small business concerns are contained in the Trust Indenture Act. The first of 
these exempts securities issued otherwise than under an indenture in an amount 
not exceeding $250,000 within a period of 12 consecutive months. The second 
exempts securities issued under an indenture which limits the total amount 
of securities at anytime outstanding thereunder to $1 million, provided the ag- 
gregate amount of securities offered during any period of 36 consecutive months 
does not exceed such amount. Transactions which are exempted by section 4 of 
the Securities Act are also exempt under the Trust Indenture Act. 

In addition, the Commission is authorized by section 304(e) of the act, which 
was added by the Small Business Investment Act of 1958, to exempt without 
limitation as to amount any class of securities issued by a small business invest- 
ment company subject to such terms and conditions as may be prescribed. Con- 
sideration is being given to the need for, and possible extent of, an exemptive 
regulation under that authority. 


III. INVESTMENT COMPANY ACT OF 1940 
General 
The Investment Company Act of 1940 provides for the registration and regula- 
tion of investment companies which do business or offer their securities by use 
of the mails or any means of interstate commerce. The term “investment com- 
pany” is defined in section 3(a) of the act and covers an issuer of securities 
which is primarily engaged or proposes to engage in investing, reinvesting, or 
trading in securities, or an issuer which owns or proposes to acquire investment 
securities valued at more than 40 percent of the total assets. The definition, 
therefore, generally encompasses small business investment companies. While a 
number of exceptions to the definition are contained in section 3 (b) and (c) of 
the act and certain exemptions are contained in section 6, the exception of spe- 
cial significance for small business investment companies is that contained in 
section 3(c) (1). 


Section 3(c) (1) exception 


Section 3(c)(1) excludes from the definition of “investment company” an 
issuer whose securities are beneficially owned by not more than 100 persons and 
which is not making or proposing to make a public offering of its securities. 
This excepiton is available only if both elements are present, so that if a public 
offering is involved or proposed, or if the company has more than 100 security 
holders, it is subject to the registration and regulatory provisions of the act. 
In computing the number of security holders, the security holders of any com- 
pany owning 10 percent or more of the voting stock of the investment company 
must be included. 
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The question of whether a public offering is involved is the same as under the 
Securities Act and reference should be made to the discussion under that act 
as to the factors to be considered. In this connection the Commission adopted 
rule 3C—1 under the Investment Company Act which is substantially identical 
to rule 151 under the Securities Act dealing with the offering and sale by the 
investment company of its stock to small business concerns. It is to be em- 
phasized that even if there is no public offering involved, if the total number 
of small business concerns owning stock of the investment company, together 
with other stockholders, exceed 100, the exception contained in section 3(¢) (1) 
will no longer be available and the investment company will be required to 
register. 

Small business investment companies which make a public offering of their 
securities must register such securities under the Securities Act or comply with 
the conditional exemption provided by regulation E. As indicated above, the 
intrastate exemption contained in section 3(a) (11) of the Securities Act is made 
inapplicable by section 24(d) of the Investment Company Act to any securities 
of a registered investment company. 


Registration by small business investment companies 


An investment company registers under the Investment Company Act by 
filing a relatively short notification of registration with the Commission on Form 
N-SA. A more detailed registration statement must be filed on the appropriate 
form prescribed therefor within 3 months after the filing of the notification on 
Form N-8A. Form N-5 is prescribed for registration statements of small busi- 
ness investment companies. It is a combination form which enables a small 
business investment company to file a single registration statement which meets 
the requirements of the Investment Company Act and at the same time serves 
to register securities for a public offering under the Securities Act. If a com- 
pany has already filed its registration statement under the Investment Company 
Act, the form may be used for subsequent registration of securities under the 
Securities Act. If a company is required to file its registration statement under 
the Investment Company Act even though it is not registering securities under 
the Securities Act, the form may be used for this purpose also. 


Reporting and other disclosure requirements 


Registered small business investment companies are required to make annual 
and, under certain circumstances, quarterly reports to the Commission and to 
transmit reports at least semiannually to their security holders. Such com- 
panies are also subject to the Commission’s rules relating to the solicitation of 
proxies, consents, and authorizations. ‘Directors, officers, 10-percent security 
holders, and certain other insiders are required to report to the Commission 


their transactions in securities of a registered small business investment 
company. 


Initial capital requirements 


Before a public offering by a registered investment company may be made or 
completed, the Investment Company Act requires that an initial $100,000 net 
worth be raised privately or from not more than 25 persons as part of a public 
offering in accordance with certain procedures specified in the act. A memo- 
randum dealing with the organization of an investment company under the 
act, including the specific mechanics of complying with the $100,000 capital 
requirement, will be furnished upon request. 


Other requirements 


A registered investment company must maintain its assets under a custodian- 
ship agreement with a bank or a member of a national securities exchange, or 
under a safekeeping arrangement with a bank subject to the Commission’s rules. 
Pursuant to Commission rules, officers and employees of investment companies 
who have access to the assets of the company or authority to direct the dis- 
position of such securities must be bonded by a fidelity insurance company. 

The Investment Company Act prohibits registered investment companies from 
changing the nature of their business or certain of their investment policies 
without the approval of the stockholders; bars persons guilty of security frauds 
from serving as officers and directors ; prevents underwriters, investment bankers, 
or brokers from constituting more than a minority of the directors of such 
companies; prohibits transaction between such companies and their directors, 
officers, or affiliated companies or persons, except upon approval by the Com- 
mission as being fair and involving no overreaching; and prohibits pyramiding 
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of such companies and cross ownership of their securities. Other provisions 
relate to sales and repurchases of securities issued by investment companies, 
exchange offers, and other activities of investment companies. 

The act also places certain limitations upon the issuance of senior securities 
(such as bonds or preferred stock) but the asset coverage requirement of 300 
percent for debt obligations, contained in section 18(a) (1) and (2) of the act, 
is made inapplicable to small business investment companies by the new sec- 
tion 18(k) which was added to the act by the Small Business Investment Act 
of 1958. 

REGIONAL AND BRANCH OFFICES 

The following is a list of the regional and branch offices of the Commission. 
Those designated by an asterisk (*) are branches of regional offices. All others 
are regional offices, 

Atlanta: Suite 138, 1871 Peachtree Street NE., Atlanta, Ga. 

Boston: U.S. Post Office and Courthouse, Boston, Mass. 

Chicago: 630 Bankers Building, 105 West Adams Street, Chicago, Ill. 

*Cleveland: 1620 Standard Building, 1370 Ontario Street, Cleveland, Ohio. 

Denver: 802 Midland Savings Building, 444 17th Street, Denver, Colo. 

*Detroit: 1074 Federal Building, Detroit, Mich. 

Fort Worth: 301 U.S. Courthouse, 10th and Lamar Streets, Fort Worth, Tex. 

*Houston: 324 First National Bank Building, 201 Main Street, Houston, Tex. 

*Los Angeles: Room 309, Guaranty Building, 6331 Hollywood Boulevard, Los 
Angeles, Calif. 

*Miami: 440 Plaza Building, 245 Southeast First Street, Miami, Fla. 

New York : 23d Floor, 225 Broadway, New York, N.Y. 

*St. Louis: 1025 Arcade Building, 812 Olive, St. Louis, Mo. 

*St. Paul: 1027 Main Post Office and Custom, 180 East Kellogg Boulevard, St. 


Paul, Minn. 
*Salt Lake City: 1119 Newhouse Building, 10 Exchange Place, Salt Lake City, 


Utah. 
San Francisco: Pacific Building, 821 Market Street, San Francisco, Calif. 


Seattle : 304-905 Second Avenue Building, Seattle, Wash. 
Washington: 310 Sixth Street NW., Washington, D.C. 

Mr. Gapspy. I should note that since the publication of that pam- 

~ we have adopted another rule intended to facilitate the small 
usiness investment company program. This is rule 3C-2, which I 
shall discuss later.* 

Section 307 of the Small Business Investment Act provides for 
certain exemptions from these statutes. Provision is made for con- 
ditional exemptions from the Securities Act and the Trust Indenture 
Act where the Commission finds that the enforcement of the particu- 
lar statute with respect to the securities issued by a small business 
investment company is not necessary in the public interest and for the 
protection of investors. An outright exemption is provided from the 
requirement of the Investment Company Act of 1940 specifying a 
certan asset coverage for debt securities of investment companies. 

In fashioning this statutory pattern the Congress considered and 
weighed the problems involved in affording assistance to small busi- 
ness and at the same time preserving adequate protections for the 
investing public. The Congress decided that any plan of assistance 
to smal] business which would involve public investment must be 
bottomed upon the time-tested maxim that confidence can only be 
achieved, and damage to the public avoided, by adherence to open 
and complete disclosure and fair-dealing between the parties. ( 

S. Rept. No. 1652, 85th Cong., 2d sess., 13 (1958) .) 


® See app. L, p. 255. 
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; To this end it was determined that these new small business in- 


vestment companies would be subject to the applicable provisions of 


a 


>8 the securities laws except to the extent that I have already noted. 
0 As soon as the Small Business Investment Act was passed, we 
- _ began preparing regulations to implement our participation in the 
ct administration of that act. My fellow Commissioners and I met 
with the Small Business Administrator and his staff and laid plans 
' for full cooperation between both agencies, looking to the further- 
m. | ance of the objectives of the statute. There followed discussions at 
rs |  gtaff level of both agencies concerning the various problems raised 


by the new statute. The Commission’s experience in the regulation 
of investment companies was made available, and each agency re- 
viewed drafts of the other’s proposed regulations and forms and 
made many helpful suggestions. 
) We have now evolved a procedure under which applications for 
_ licenses under the Small Business Investment Act are submitted, 
' with the applicant’s consent, to the Commission when they are filed 
fos | With the Small Business Administration. This enables our staff to 
_ review the application promptly and advise the applicant as to the 
effect of the securities laws upon his proposal. ‘This also serves to 
save considerable time for prospective licensees and avoids duplica- 
tive efforts on their part. 
Subsequent to these meetings, we issued a notice proposing an ex- 
‘ity, emption and also a proposed single registration form designed to 
cover registration under both the Securities Act and the Invest- 
ment Company Act. In accordance with our usual practice, all inter- 
ested persons were invited to submit their views and comments on 
the proposals. In light of the comments so received and after fur- 
all ther consideration, we adopted a Registration Form N-5 and a reg- 
ht _ ulation E providing an exemption from registration under the 
Securities Act under certain conditions. 
Form N-5* is a combination form which enables a small business 


TM 
se 


for investment company to file a single registration statement which 
matin meets the requirements of the Investment Company Act and at the 
ture same time serves to register securities for a public offering under 
a the Securities Act. Nearly all of the information required by the 
vo form will be available from the data already presented to the Small 
: he Business Administration in the application for preliminary approval 
1 the which is a requisite for the formal application for a license from 
ng * | that agency. 

* d Regulation E° to which I previously referred was adopted pursu- 
busi ant to the exemptive authority in the Small Business Investment 


Act. This regulation is similar in many respects to regulation A, 

r the | the principal exemption we have adoptec andue section 3(b) of the 
tance | Securities Act for small offerings not in excess of $300,000, 

st be Regulation E permits a small business investment company to make 

ly be} 4 public offering of securities of up to $300,000 without meeting the 

Bes registration requirements of the statute. I might note that, if no 

( public offering is involved, the Securities Act otherwise provides for 








*See app. I, p. 256. 
®See app. I, p. 269. 
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anexemption. Regulation E requires that an offering circular be used 
in connection with the sale of the securities offered thereunder, except 
in certain cases involving offerings of less than $50,000. We believe, 
on the basis of our experience, that as a protection to those engaged in 
the investment business, as well as to the investing public, certain 
basic information should be furnished to each person to whom the 
securities are offered. . 

The preparation of the notification and offering circular should not 
be much of a burden. The information required is fundamental and 
is readily available to the company desiring to use the regulation 
and, in fact, will have been submitted to the Small Business Adminis- 
tration. 

I understand that there is no overall objection to the application of 
the Securities Act to small business investment companies. On the 
contrary, the salutary benefits of the application of the disclosure 
requirements of the Securities Act to the small business investment 
company have been recognized. 

We have been asked to comment with respect to one area of dis- 
closure in a registration statement. As I have already stated, dis- 
closure must be made of the business of an issuer. This requirement 
ordinarily raises no problems, for example, with respect to manu- 
facturing concerns. 

In connection with the conventional type of investment company, 
a list of the portfolio securities may well serve to meet this require- 
ment. There is generally a great deal of public information concern- 
ing the companies whose securities comprise the portfolio of such an 
investment company. By its very nature, however, this would not 
be true of the portfolio of a small business investment company, which 
at least at the outset will not have the diversification frequently found 
in investment companies generally, so that the nature of a particular 
investment is of extreme importance. 

The securities held by a small business investment company rep- 
resent interests in companies about which there is, perforce, not much 
public information. To meet this problem, we are evolving standards 
for disclosure. Hard and fast rules applicable to every situation 
cannot be imposed. Adequacy of disclosure will vary with individual 
circumstances. 

But, as a general matter, it is our present thinking that a small 
business investment company should furnish certain information with 
respect to those companies to which it has advanced, whether by loan, 
notes, or convertible debentures, an amount exceeding 5 percent of the 
investment company’s total assets. The area of disclosure should 
include the terms and purpose of the loans; delinquencies; the nature 
of the borrower’s business; and pertinent financial data concerning 
the borrower. 

We have directed our staff to prepare for publication appropriate 
rules amending the registration and report forms to make clear that 
we will entertain applications for confidential treatment of the names 
of the borrowers upon a showing that such disclosure would be detri- 
mental to the borrower. 

The disclosures required in this area are not burdensome to the small 
business investment company, and should not in any manner consti- 
tute an economic threat to the borrower. On the other hand, this in- 
formation is necessary to an informed investment appraisal of the se- 
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curity being publicly offered, which is the touchstone of the adequacy 
of the disclosures contemplated by the statute. 

Our desire to facilitate the small business investment company pro- 
gram also led to other rules under our statutes. The requirement in 
the Small Business Investment Act for the purchase of the investment 
company’s stock by a small business firm which sells convertible de- 
benture bonds to the investment company raised the question whether 
the investment company was making a public offering of the securities 
within the meaning of the Securities Act and the Tavediann Com- 
pany Act. If it was, both statutes would be operative. We adopted 
rules 151 and 3C-1 which provide that no public offering is involved 
in the circumstances to which I have just referred if the shares are 
taken for investment.°® 

In September 1959 we adopted rule 3C-2 to avoid a problem pre- 
sented by section 3(c)(1) of the Investment Company Act. Under 


that section, the act does not apply to an investment company which 


does not propose to offer securities to the public and whose securities 
are beneficially owned by not more than 100 persons. If a corporation 
owns 10 percent of the voting securities of the investment company, 
however, then all the stockholders of the corporation must be included 
in determining the number of beneficial owners of the investment com- 


any.’ 

Woder rule 3C-2, in the case of small business investment com- 
panies, the corporation is considered to be a single owner if the value 
of its investment in the small business investment company does not 
exceed 5 percent of the value of the corporation’s total assets. The 
rule in effect: permits small business investment companies not other- 
wise having a substantial public interest in their securities to be pro- 
moted by banks, insurance companies, State development corpora- 
tions, and other institutional investors without bringing the small 
business investment companies under Investment Company Act regu- 
lation. The basis for the rule is that the indirect public-investor in- 
terest through such sponsors in these situations is minimal. 

There has been a suggestion that small business investment com- 
panies be relieved of the necessity for filing the financial reports re- 
quired by section 30 of the Investment Company Act because they 
are required to file similar data with the Small Business Administra- 
tion. 

Here again the SEC is anxious to avoid possible duplication of 
effort on the part of these companies, but, on the other hand, feels that 
the data contained in such reports should be available to the public in 
the places where the public has become accustomed to look for it, and 
that the data ought to be reviewed by an agency whose approach is 
oriented to the protection of investors. 

In order to settle this possible conflict, our staff, working with the 
staff of the SBA, last week worked out a method for coordinating the 
filing requirements of the two agencies. Under this procedure, the 
small business investment companies will be able to file identical re- 
ports with the two agencies, thus making it necessary for such com- 


panies to make merely two copies of its papers, filing one with each 
agency. 


®See app. I, pp. 277-278. 
™See app. I, pp. 255-256. 
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I must modify that statement in a minor oe in that there will 
be certain additional information required to be filed with the SEC 
which is not required to be filed with the SBA, regarding controlled 
companies and other affiliated persons under the Investment Company 
Act, as was referred to in Mr. Read’s statement. 

At present there are over 70 licensed small-business investment com- 
panies, of which only 13 are registered under the Investment Company 
Act. Of these, four have made public offerings, and another is pre- 
paring to do so. I may say, parenthetically, that will be before the 
ae for action either today or tomorrow. I now have it in 
my file. 

The remaining eight are in the process of terminating their regis- 
tration under the act utilizing the exception in section 3(c)(1) and 
rule 3C-2 thereunder, to which I have just referred. 

The suggestion has been made that small-business investment com- 
panies should be completely exempted from the Investment Company 
Act. We are of the opinion that no sound reason has been advanced 
for depriving public investors in these companies of the protections 
and benefits provided by the Investment Company Act. That act 
was passed after extensive studies over a 5-year period made by the 
Commission pursuant to congressional direction. 

It was the conclusion of the Congress, in the light of the record of 
gross abuses that was there revealed, that investors in investment 
companies needed special protections over and above those provided 
for by other statutes. To that end the act requires, among other 
things, recitals of investment policies of these companies; prohibits 
them from changing the nature of their business or their investment 
policies without the approval of their stockholders; lays down mini- 
mum standards with respect to the composition of the board of direc- 
tors of such companies; requires management and advisory contracts 
to be submitted to securityholders for their approval; and prohibits 
transactions involving such companies and their officers, directors, and 
affiliates. 

In this last connection, the statute provides flexibility by granting 
the Commission authority to consider and approve such transactions 
based on a standard of fairness and lack of overreaching. 

In recommending passage of the Small Business Investment Act 
the Senate committee report recognized that, and I quote from Senate 
Report No. 1652, 85th Congress, 2d session— 
in order to give adequate protection to investors, the Investment Company Act 
of 1940 should be applicable to small-business investment companies. 

We are most sympathetic to the needs of small business, and as I 
have already pointed out, we have taken action in aid of these needs. 
However, we are also most sensitive to the requirements of the invest- 
ing public, and I would urge against an exemption from the Invest- 
ment Company Act, especially since no strong or compelling argu- 
ments have been advanced to warrant such a turning back of the clock. 
While the small business investment program has been criticized as 
“strangling in redtape” (S. Rept. No. 1044, 86th Cong., 2d sess., p. 8 
(1960) ), there is no reason, particularly in view of the rules that have 
been adopted and the new report form now being evolved, that any 
provision or requirement of the Investment Company Act should im- 
pede the operation of a small business investment company. 
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Mr. Sroutts. Incidentally, Mr. Gadsby, although your statement 
footnotes the “strangling in redtape,” as attributed to Senate Report 
1044, the criticism of the law’s administration by a financial columnist 
as “strangling in redtape” was merely quoted in that report. 

The committee goes on to say “the criticism may be oversevere in 
so new a field.” 

Mr. Gapssy. That is perfectly correct, and I should not have given 
the implication that that was a congressional statement. 

In any event, if there is a specific provision of the Investment Com- 
pany Act which the Congress believes should not be applicable to the 
small business investment company, an exemption limited to that area 
might be provided as was done in the original Small Business Invest- 
ment Act. <A limited area of difficulty, if one exists, should not be 
employed as a means of completely freeing these companies from 
regulation necessary in the interest of investors and the public. 

It must be emphasized that the Investment Company Act is not 
applicable to a company with less than 100 stockholders which is not 
making a public offering. Consequently, any exempttion provided 
for small business investment companies would of necessity have as 
its purpose the exclusion of investment companies with an investor 
interest which the Congress considered sufficiently significant as to 
require the protections of the Investment Company Act. 

I recognize that the Small Business Investment Act provides for 
some regulation of these companies by another Government agency. 
However, this regulation, at least in terms of the standards prescribed 
by that act, does not have as its thrust the protection of investors. 
The regulation provided by the Investment Company Act is directed 
to that very purpose. 

Furthermore, the extent of regulation under the Small Business 
Investment Act is discretionary with the Small Business Administra- 
tion. On the other hand, the Investment Company Act defines vari- 
ous areas of regulation directed to investor protection which experi- 
ence has shown to be necessary. In addition, the orientation of regu- 
lation by an agency concerned with stimulating or assisting the financ- 
ing of small business is vastly different from that of an agency con- 
cerned with investor protection. The Small Business Administration, 
from the very nature of its primary functions, cannot be expected to 
have or develop the expertise needed for this type of regulation for the 
protection of investors. 

We are convinced that there is no sound reason for excepting small 
business investment companies from the provisions of the Investment 
Company Act. Investors in these companies surely have as great a 
need for, and are as deserving of, the full protections afforded by 
the securities laws as do investors generally. 

I understand that it has been suggested that, if small business in- 
vestment companies were permitted to issue stock options, greater 
interest would be stimulated in this medium for financing small busi- 
ness, Section 18(d) of the Investment Company Act specifically 
prohibits long term warrants or options. 

Section 23(a) specifically prohibits the issuance of securities for 
Services. These express prohibitions were embodied in the statute 
because of the abuses that had resulted in this area. The dangers 
Inherent in the use of option warrants in the investment company 
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context were made abundantly clear by the Commission’s investment 
trust study which formed the basis for the statute. 

For example, study observed : 

The desirability of this method of management compensation may be ques- 
tioned. In the first place, option warrants in themselves are a device for 
control, and if the company were unsuccessful, the warrants were salable to others 
who desired control for purposes perhaps inimical to the interests of stock- 
holders. Second, the tendency will be for the manger to watch the market in 
the stock of the investment company and to sell his warrants as early as possible 
at a profit. The result may be that the investment company will be managed 
by individuals with no further pecuniary interest in its success. Third, the 
exercise of the warrants might involve a dilution of the equity of the stockholders 
to an extent which cannot be estimated at the date of the contract. As a conse- 
quence the exact amount of compensation which their managers might derive 
at their expense cannot be accurately forecast by the stockholders and, being 
dependent upon market quotations, may far outstrip asset value as a measure 
of performance (SEC Report on Investment Trusts and Investment Companies, 
Pt. III, H. Doc. No. 279, 76th Cong., pp. 1922-1924 (1940) ). 

Because of the insidious forms of abuse which can thus arise in this 
area, Congress determined that managerial compensation should take 
a more direct and open form. Indeed, the investment company indus- 
try itself recognized the need for the prohibitions in the statute, 
which was enacted with their endorsement. 

Neither the Investment Company Act, nor, indeed, the other statutes 
administered by the Commission, should be viewed as placing unrea- 
sonable obstacles in the path of corporations which seek to raise money 
from the public. On the contrary, history teaches us that the stand- 
ards of conduct imposed by these statutes will in the long run be of 

reat assistance in contributing to the successful operation of small 

usiness investment companies having a public interest. To the ex- 
tent that investors are protected by the safeguards provided by this 
legislation, a more favorable climate for the flow of capital in this 
area can be expected. 

That ends my formal statement, Mr. Chairman. I should be very 
happy to submit myself to whatever questions you or the staff members 
may have for me. 

he CuarrmaNn. Thank you, Mr. Gadsby. 

Mr, Ansberry. 

Mr. Ansserry. Mr. Gadsby, inasmuch as SBA has just adopted a 
change in policy permitting the use of stock options in companies, 
at least which are not subject to the Investment Company Act of 1940, 
I would like to go into that with you a little more. 

Now, of course, the study of the investment companies which grew 
up to great size in the 1920’s was the basis of this study dated 1940 
to which you have referred, and the paragraph which you have quoted 
refers, I believe, to option warrants, that is, transferable options, 
which can be traded like any other securities. 

Mr. Gapssy. That is true. 

Mr. Ansperry. I believe, after talking to many members of this 
industry that what they are interested in is the restricted stock option 
specifically authorized by Congress in 1954. Therefore, I think we 
might be comparing a discussion of apples with a discussion of oranges 
and I want to ask if you feel the same type of abuse can possibly arise 
from the use of restricted stock options by these small business invest- 
ment companies, as arose in the twenties by the use of very large 


it 


la 


aw 
40) 


ns, 
his 


on 
we 


180 
st- 


SMALL BUSINESS INVESTMENT ACT—1960 3] 


amounts of transferable options in highly pyramided leverage invest~ 
ment trusts at that time? 

Mr. Gapssy. I think there is unquestionably a substantial parallel 
between the stock options as they existed at the time of the enact- 
ment of the 1940 act and the restricted stock options which are avail- 
able today under the present internal revenue law. 

Both of them involve the danger of diluting the share of the capital 
which the stockholder owns. In other words, if you have a re- 
stricted stock option out at $10 a share, and the net asset value of the 
small business investment company is $30 a share, obviously the ex- 
ercise of those stock options dilutes the net asset value of the shares 
of stockholders which prior to that time, were valued at $30 a share. 

That is the principal thing which is attempted to be guaranteed 
against by the Investment Company Act of 1940, or at least it is one 
of them. For example, no investment company, under the 1940 act, 
can sell its shares at less than net asset value to the public. 

Mr. Ansperry. Yes. Here, however, the reasons given in this para- 
graph are, first, that the warrants were salable to others who desired 
to control for purposes perhaps inimical to the interests of the stock- 
holders. Of course, a restricted stock option, by definition, cannot be 
sold. If it is salable, it is not a restricted stock option. 

Mr. Gapssy. That is true. 

Mr. Ansperry. Second, the tendency for the manager to watch the 
market and attempt to dispose of his transferable warrants cannot 
be true if he is stuck with an option which is only good by a restriction 
to the option, so long as he remains with that company; and that 
reason also seems to fall by the wayside. 

Mr. Gapssy. That is true. 

Mr. Ansperry. And, as far as the question of dilution is concerned, 
it is frequently true that, in partnerships, one of the partners provides 
the capital and the other one provides the management, but a lesser 
share or no share of the capital, and that, of course, I think is what 
Congress had in mind in passing the provisions in the Internal Rev- 
enue Code of 1954 which gave specially beneficial treatment to stock 
options designed to attract and to hold desirable key employees. 

Under the circumstances, do you still feel that the objection of dilu- 
tion, which would have to, of course, be revealed under the Securities 
Act of 1933, is a sufficiently strong reason to oppose giving these com- 

anies the same advantage that any company ins which is not sub- 
ject to the Investment Company Act? 

Mr. Gapssy. The usual way that investment companies are carried 
on is through a so-called management contract. That management 
contract involves the -—— 

Mr. Ansperry. You are speaking now of conventional investment 


on ciel 
r. Gapssy. I am speaking now of conventional investment com- 
panies and, I might say, the companies we have had registered with 
us for conventional sale have had the same form. I know there is a 
proposed investment management contract in the form that is before 
us. And it seems to me that that is where the restricted stock option 
should be given, in the management company, and not in the invest- 
ment company. 

Mr. Ansperry. In many of these companies, however—and we have 
had correspondence from substantially all of the small business invest- 
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ment companies or have talked to them, an overwhelming majority do 
not have a separate management company. 

Mr. Gapssy. That is true, where there is no public issue. 

Mr. Anspserry. And, of course, then that avenue is not open to 
compensate the workingmen. 

Mr. Gapsspy. Well, when the small business investment company 
has no public shareholders, it can grant restricted stock options to 
whom it pleases. 

Mr. Ansperry. But also a large majority of them are looking 
eventually to a substantial public issue at some time, and at that point 
their options would be in trouble. 

Mr. Gapssy. Then I feel, for the protection of the public investor, 
they ought to solve their stock-option problem before they come out 
with a public issue. 

Mr. Ansperry. I don’t see that you gain very much by permittin 
them to dilute through the management contract instead of iaoenall 
the direct option. 

Mr. Gapssy. The management company is a separate company. It 
has no public stockholders, usually. 

Mr. Ansperry. Well, that. is true, but at the same time, it takes a 
percentage of the assets, of the earnings, rather, of the company. 

Mr. Gapspy. Yes; but that percentage is fixed, fixed by contract 
between the management company and the investment company. 

Mr. Ansperry. Of course, the percentage dilution is fixed by the 
option contract. 

Mr. Gapssy. That is a dilution of the management company stock 
which is something in which we have no interest. 

Mr. Ansperry. With respect to the Investment Company Act gen- 
erally—going away from options, which I regard as merely an exam- 
ple of the problems resulting from applying the 1940 act to a 1958 
and very different breed of cat—what positive benefits are going to be 
eres by the investors that they do not receive from SBA regu- 
ation ? 

Mr. Gapspy. I think I alluded to that in the course of my statement. 
The purposes of the act, the Investment Company Act, are entirely 
different from those of the 1933 act. The 1940 act is a regulatory 
statute, and it requires, as I stated before, the recital of the investment 
policies, prohibits them from changing the nature of their investment 

licies, and so on, without the approval of their stockholders, and 
ays down certain standards as to the board of directors, keeping in- 
terested directors to a certain level, it requires a management advisory 
contract to be submitted, and so on. 

Mr. AnssBerry. Mr. Gadsby, are any of those requirements not du- 
plicated in the Small Business Investment Act or in the regulations 
issued thereunder ? 

Mr. Gapssy. I think the SBA has, to a very large extent, followed 
the 1940 act. 

Mr. Ansperry. Of course, these investment companies which were 
to be regulated by the 1940 act were not companies which were subject 
to any prior form of direct Federal regulation; is that right? 

Mr. Gapssy. I am afraid I do not understand the question. 

Mr. Ansperry. My question is this: Each of these companies has to 
maintain and retain a license from the Smal] Business Administration. 
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Mr. Gapspy. Yes. 

Mr. ANsperry. This was not true of the companies which the 1940 
act was designed to regulate ? 

Mr. Gapspy. It was not true in 1940. 

Mr. Ansperry. They were a completely unregulated industry prior 
to 1940. 

Mr. Gapssy. That is right. 

Mr. Ansperry. Except as they might have been affected by State 
regulation. 

r. Gapssy. That is correct. 

Mr. Ansperry. There is another problem which has arisen under 
the act and called to my attention by a number of companies, and 
that is the problem of a small one in a relatively small business com- 
munity; typically the stockholders and directors are also stockholders 
and directors of the leading small enterprises in a local community. 
And, therefore, they immediately come up against the affiliate prob- 
lem. Are you looking into possible exemption in that field ? 

Mr. Gapssy. We treat these applications for exemptions of inter- 
ested transactions on an ad hoc basis. If we find that the transaction 
is fair on its face and involves no overreaching by anyone, it is auto- 
matically approved. 

Mr. AnsBerry. You realize that for a small $300,000 company op- 
erating, as one does, in Sulphur Springs, Tex., a rather small com- 
munity, it does present a problem to hate to ask for 

Mr. Gapssy. Oh, yes. We pass on these transactions in which there 
is a dual interest almost daily, not in small business investment com- 
panies, and it is 

Mr. Ansperry. You do not think that would be suitable for an ex- 
emption such as this 3C-2 exemption ? 

Mr. Gapspy. I think that it would be dangerous to open up the pos- 
sibility of overreaching, which was expressly sought to be dealt with 
by the 1940 act. 

Mr. Ansserry. Well, of course, we are all familiar to some greater 
or lesser extent with the 1940 act, with the terrific abuses which did 
take place in the roaring twenties where one man with a million 
dollars would wind up holding $50 million of other people’s money. 

Here we are dealing with small, local concerns in a local community 
and inevitably they have to deal with themselves. I am wondering 
if it is possible ever to reach a general exemption to save them this 
paperwork ? 

Mr. Gapspy. In the first place, I would hesitate to open up the 
possibility of those abuses even on a relatively small scale, because, 
after all, in the community to which you refer, that is a lot of money. 
In the second place, the procedure is not complicated. It is quite 
simple, and we pass on them quite expeditiously. 

Mr. Ansperry. Turning to another subject, the amount of the ex- 
emption under regulation E, of $300,000, which, of course, is also the 
minimum which these companies are allowed to start business with, I 
am wondering if, in view of the fact that they are supposed to be 
financing a number of other companies, a larger dollar amount of ex- 
emption would not be suitable for a small business investment com- 
pany, which, after all, starts off as a regulated company and not as 
an unregulated, private enterprise ? 
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Mr. Gapssy. That is something which would require an amend- 
ment to section 3(b) of the 1933 act, and there has been a great deal 
of, well, reluctance to increase the $300, 000 amount. 

Mr, Ansperry. I am familiar with that. Iam w ondering if under 
the provisions of this act, the 1958 act, setting up SBIC’s, you could 
not make and exemption which would not require amendment of the 
Investment Company Act ? 

Mr. Gapssy. I think that section 3(c) provides that we may in- 
crease that amount in case of small business investment companies. 
And certainly we would take that as something that we might very well 
study and come out with a special regulation. 

The Cuarrman. Mr. Gadsby, did the SEC recommend increasing 
that to $500,000 ? 

Mr. Gapspy. We have it in our present legislative program which 
is before both Houses of Congress. 

Mr. Ansperry. Mr. Gadsby, I believe a number of our industry wit- 
neses here are going to testify that a much larger sum than the sum 
you have heard mentioned, perhaps as much as a million dollars, is 
the minimum effective economic size for an SBIC. They say, 
in view of the fact they have expenses for their help and lawyers 
and accountants and their rents, and so forth, they have to have a 
million dollars capital to begin to break even. 

Mr. Gapssy. That is a matter which we are entitled to study under 
section 3(c), and which I think we might well take into account and 
under advisement. 

Mr. Ansperry. I believe that is all I have, Senator. 

The Cuarrman. Mr. Stults. 

Mr. Sruvrs. Mr. Chairman, I believe, that, following up counsel’s 
questioning, we might suggest that, since the maximum amount any 
small business investment company may lend to an individual firm is 
20 percent, this would mean that it must lend to at least five firms. 
Therefore, we could conceivably have a $1.5 million exemption if we 
are going to make it comparable to a regulation A ruling. 

Certainly that would bring it closer to the amount that the largest 
number of the licensees feel is the economic size for a small business 
investment company. 

Mr. Gapssy. Of course, you must realize that that is looking at it 
from the other side. From the standpoint of the public investor, 
the question is at what point may we relax our rules economically, 
and Congress decided in 1933 that $100,000 was that point. And it 
has since been amended to $300,000. That is from the standpoint of 
the investor, not from the standpoint of the issuing company. 

We took the $300,000 in regulation E as analogous to the regula- 
tion A, under which we are limited to that ceiling. 

Mr. Sroxrs. You are not limited, certain not by the Small Busi- 
ness Investment Company Act of ‘1958. You could make that any 
limit you wished. 

Mr. Gapspy. We may set a limit under section 3(c) ; that is very 
true. 

Mr. Srours. Thank you. 

The Cuamman. Thank you, Mr. Gadsby, and gentlemen. Just a 
minute. 

Mr. Ansperry. May I ask just one more question. The Small 
Business Administration has just published a regulation under which 


’s 
Ly 
we 
ast 
, it 


or, 


ly, 
| it 
ila- 


isl- 
ny 


ery 


st a 


nall 
Lich 


SMALL BUSINESS INVESTMENT ACT—1960 35 


they maintain that a debenture is by definition an unsecured piece 
of paper. According to Webster’s International Dictionary and 
Bouvier’s Law Dictionary, this is not so. Since you are, no doubt, 
an expert in the financial field, I want to ask you if you feel that the 
word “debenture” implies a lack of specific security ¢ 

Mr. Gapssy. It is commonly dealt with on the street in that sense. 
A debenture is a debenture, to wit, unsecured. It may have a nega- 
tive pledge clause in the indenture which to all intents and purposes 
makes it secured. Nevertheless, it is by definition, I think, accepted 
as an unsecured obligation. 

Mr. Ansperry. It is usually by definition more than a naked deben- 
ture, which is Webster’s term for a completely unsecured agreement. 

Mr. Gapssy. In most cases by the indenture it is certainly more 
than a mere promise to pay. 

Mr. Anspserry. It is more than a mere promisory note? 

Mr. Gapssy. There are certain protections that are included in 
almost any debenture. 

The Cuarrman. Thank you very much, gentlemen. 


STATEMENT OF CHARLES E. SALIK, PRESIDENT, ELECTRONICS 
CAPITAL CORP., SAN DIEGO, CALIF.; ACCOMPANIED BY RICH- 
ARD T. SILBERMAN, EXECUTIVE VICE PRESIDENT; BERNARD 
KOTEEN, SECRETARY AND GENERAL COUNSEL; AND ROBERT 
GREEN, COUNSEL 


The CHatmman. Next, Mr. Charles E. Salik, president of Elec- 
tronics Capital Corp., of San Diego, Calif. 

Mr. Salik, will you come around, please, sir? 

I may say that the rest of the witnesses for today are all connected 
with investment companies, and we have asked them to present their 
statements, and the statements have been presented, and to give a very 
brief summary. 

We will have to adjourn this session at 12:30 p.m., so I hope we 
will move along just as fast as we can. 

Are these gentlemen with you? Will you identify them for the 
record, please. 

Mr. Satrx. Yes, Mr. Chairman. I would like to introduce Mr. 
Richard T. Silberman, executive vice president of Electronics Cap- 
ital Corp.; Mr. Bernard Koteen, a director and secretary and gen- 
eral counsel to the corporation; and Mr. Robert Green, who is with 
Mr. Koteen’s firm and also represents the corporation. 

The CHarrman,. All right, gentlemen, we are glad to have you. 
Move right along, sir. 

Mr. Saurx. Mr. Chairman, I would like to have included in the 
record my written statement, as you have just mentioned. 

The Cuarrman. That will be printed in full.® 

Mr. Saurx. Also, if I could, the exhibits A and B. 

The Cuairman. The exhibits attached to it? 

Mr. Sarr. Yes. 


ane CuarrMANn. They will be printed at the conclusion of your re- 
marks. 


® See p. 46. 
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Mr. Saurx. Thank you. 

I would like to introduce myself, as Charles E. Salik, president and 
chairman of the board of Electronics Capital Corp., and briefly de- 
scribe this corporation. In June of 1959, we offered $18 million of 
our common stock to the general public, through an underwriting 
syndicate headed by Hayden, Stone & Co.; and the underwriting was 
oversubscribed and the issue was completed in a matter of a day. 

I think it is most important that I state, first, that the effectiveness 
of this Small Business Investment Act is most apparent to us, who 
have come to live under it for the past 7 months. I would like to make 
clear that it is without doubt a living instrument that can be and is 
certainly stimulating the general economy, and the small business 
segments thereof, in particular. 

We found the Small Business Administration helpful, cooperative, 
and more than reasonable in their approach to our problems. They 
have handled our applications expeditiously, and we found that they 
were able to supply us with the kind of help that made it possible for 
us to go to the public quickly and complete our public offering suc- 
cessfully. 

The Securities and Exchange Commission also expeditiously han- 
died our registration statement, and we became effective some 40 days 
after the statement was filed. 

We do not find the Investment Company Act of 1940 onerous or 
difficult to live under, and we find that there are no particular prob- 
lems or difficulties, that at least affect us at this time. 

We have heard and read a number of comments that the Small Busi- 
ness Investment Act of 1958 has grave deficiencies. We believe that 
this is not true. We believe that many potential organizers have mis- 
interpreted the act or are expecting too much from the Federal Gov- 
ernment. We think the act does not restrict free enterprise. It gives 
considerable encouragement to the risking of capital in small business. 

I think organizers should recognize the real growth potential, for 
their investment lies in long-term investments through convertible 
debentures rather than in the lending vehicle through term notes. 

We are opposed to those who would make the small business invest- 
ment companies essentially taxpayer-subsidized loans or finance- 
company operations or vehicles for short-term speculation through 
the securities of small businesses. 

We are convinced that there is a considerable public market for 
small business investment company shares. Our underwriting experi- 
ence, I think, proves that, and I think that we heard enough from 
people in the financial community to indicate that there will be a 
number of large public offerings made in the relatively near future. 

Our activities to date, I can briefly summarize by saying we have 
reviewed 450 companies. Of these, we found 100, approximately one- 
fourth, that generally qualify, within our general investment policy. 

We have made six commitments to date, totaling $3,650,000. We are 
in negotiations or on a very serious basis with 20 more companies, 
and we find almost complete acceptance of our aims and objectives. 

I should point out, though, that this program does not sell itself. 
Tt is more than necessary that an aggressive program of dissemina- 
tion of information about the advantages of the act be made more 
effectively through the public press. 
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Also, the small business investment company itself must have a 
program of reaching out to the companies; it must have very capable 
ple who can talk to the companies intelligently, and make clear 
the aims and objectives of a small business investment company. I 
have also heard in the testimony that a number of people believe that 
the small business is actually afraid of making an arrangement with a 
small business investment company. We have found this not to be 
true. On rare occasions we have found that an individual company, 
through misunderstanding, might take a negative position, but, 
through proper information, this is quickly cleared up and we can 
roceed with negotiations. 

I think that qualified companies do accept our investment and 
financial-management objectives, and they seem to grasp and, to use 
the vernacular, run with it. We have had fine investment experience 
and we expect it to continue, 

I would like to emphasize at this point that I believe the convertible 
debenture bond is an ideal investment instrument. I think the other 
form of instruments available to the investment communities have 
their advantages, but I think they will not operate effectively in this 
area of investment company operation. I think the disciplines and 
the restrictions are necessary, not so much to prevent the free-enter- 
prise system from having its full effect in terms of the individual 
operation of a company, but restrictions that are for the benefit of the 
operating company, where, by and large, there is little or no financial 
management which effectively contributes to the growth of the 
company. 

I think it is not only to the advantage of the small business con- 
cern to have this vehicle for advancement but equally important 
to the small business investment company. It makes clear the in- 
tent in advance as to both parties. I think income is essential to suc- 
cessful operation, and the generation of this income cannot come at 
all if, for example, the compay were to make all of its commitments in 
common stock, for it is conceivable that the net effect would be that 
the company would, when fully invested, have absolutely no operating 
income at all. 

I think the next point is that the size of a small business invest- 
ment company is extremely important. An undercapitalized small 
business investment company is just as apt to fail as a small business 
which is undercapitalized. 

I think that the 20 percent limitation, meaning that an investment 
of $60,000 is the maximum that a $300,000 small business investment 
company can make in a small business concern presents a difficult 
situation, indeed, for the small business investment company, because 
I think to start a small business today you must have, in some in- 
stances, considerably more than that, and successfully to finance com- 
ae already in existence, $60,000 just does not stretch the way it 
used to. 

The costs of goods and services increased radically in the last 5 
years, and I believe that they will continue to increase. And the 
cost of financing the growth and expansion of small businesses will 
go up accordingly. 

_I specifically would like to endorse the Small Business Administra- 
tion recommendations for amendments. I believe they have con- 
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siderable merit. I would like to restate, however, that without the 
amendments that I am about to propose or any of the amendments 
that are being proposed today, a small business investment company 
can operate effectively if it uses its imagination and the skill and abil- 
ity of its people and is willing to take true risks, and in that regard 
I leliove full-time employment of key executives is vital. 

I found that the operators of many small business investment 
companies operate them as sidedoor operations to their other affairs 
or their other business activity, and that, by and large, there is 
hardly a whole person devoted to the affairs of the company. I think 
it could destroy the whole program if this continues, because prop- 
erly to study the risks to be taken you must have people who are more 
— qualified, who are willing to spend all of their time in that 
work. 

Now, the three primary recommendations that I would like to 
make do not reflect upon the recommendations to be made by others 
and particularly by the SBA. I believe they will be covered in de- 
tail in testimony to follow. 

I would like to enumerate the three that I think would serve a par- 
ticular purpose in this program. 

First would be the statutory tax deductible bad-debt reserve previ- 
ously discussed here. I think good financial management dictates that 
because of high risk inherent in investing in small business, a bad-debt 
reserve is essential. I know Congress has previously provided tax 
deductible bad-debt reserves for other financial institutions, and I 
think that in the case of high risk, particularly where there is no col- 
lateralization, and there is none in a convertible debenture, it is reason- 
able to presume that Congress might equally favor the small business 
investment company with a similar tax deductible bad-debt reserve. 

We propose an 18-percent tax deductible bad-debt reserve, and we 
think it should be applied against the actual investments made by the 
small business investment company, less the surplus and undivided 
profits as of the beginning of each year. 

The next item that I would like to discuss just briefly is the concept 
of restrictive stock options to key personnel which was discussed by 
Chairman Gadsby of the Securities and Exchange Commission and 
members of your committee. I would like to emphasiz the word “re- 
strictive,” I believe that restrictive stock options can effectively pro- 
vide the stimulus to the formation of large-, small-, and medium-sized 
small business investment companies. I think the incentive is essen- 
tially the chance to participate in the capital gains from the effort put 
forth to create the company. I believe that a small business invest- 
ment company entrepreneur is taking a considerable risk. He is 
staking his reputation and his finances, and I think that it is quite inap- 
propriate insofar as small business investment companies are con- 
cerned, to compare them with other investment companies under the 
1940 Investment Company Act. 

This is an entirely new area that should be given special considera- 
tion, and I think that the restrictive stock option could be an enormous 
stimulus to the whole program. 

Now, the last item that I would like to propose, and I think would 
do a lot to relieve taxpayers from the direct subsidization of SBIC’s, 
is the creation of a Federal Small Business Reserve Bank. We think 
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that this bank could bring to the whole SBIC program greater finan- 
cial integrity, solvency, and momentum. 

The Federal Small Business Reserve Bank would bring the com- 
bined assets of all SBIC’s to bear on each and every SBIC that was 
a member of the Small Business Reserve Bank. Each SBIC would 
purchase shares of the Small Business Reserve Bank equal to 5 per- 
cent of the SBIC’s total assets, and we would propose that this mem- 
bership not be mandatory. We believe that the Board of Governors 
of this Federal Small Business Reserve Bank should be made up of 
representatives of the small business investment companies, the Small 
Business Administration and small business, in particular. 

We think that the Federal Reserve funds of $27.5 million, which 
have been returned to the Treasury with the repeal of section 13(b) of 
the Federal Reserve Act, could be appropriated to the Federal Small 
Business Reserve Bank as part of its initial capital. This, as you 
know, was the original money given to the Federal Reserve banks 
to help small business. 

Also, under section 202 of the act, the $250 million set aside for the 
im lementation of the Small Business Investment Act could be drawn 
on by the Federal Small Business Reserve Bank, which, in turn, would 
loan these funds to SBIC’s in accordance with section 303 of the act 
where the 50 percent of the paid-in capital and surplus provision of 
that section would apply. 

I think that each loan to member SBIC’s should be made in accord- 
ance with sound banking practices and could be approved by the Board 
of Governors or designated investment committee. And I think the 
most important factor of this bank would be the likelihood of the 
repayment to the Treasury of funds borrowed by the bank through 
the operations of the Federal Small Business Reserve Bank. And 
eventually, the whole small business investment company movement 
would become more or less independent of taxpayer subsidization. 

[ think another factor that would be useful to the act and to the 
small business investment companies would be that the Federal Small 
Business Reserve Bank would provide a degree of liquidity, some- 
thing that has been discussed for the past 6 months, to the members. 
This. liquidity would come in the form of discounted notes, convertible 
debentures, and the like, which are acceptable to the Federal Small 
Business Reserve Bank, freeing capital for additional lending, and we 
think the bank could ‘also lend operating capital to small business 
investment companies against their collateral, their general collateral. 

We think that the Federal Small Business Reserve Bank could be 
the agency that would generally be responsible for establishing indus- 
try good practices, and would be a self- policing agency for all the 
members of the Small Business Reserve Bank. The same thing has 
occurred in the case of the National Association of Securities Dealers, 
in the case of the investment community, as well as in the case, di- 
rectly, of the national securities exchanges. 

Finally, we think that the Federal “Small Business Reserve Bank 
could act as the lender of last resort wherever justified. 

Again in summation, I would like to reemphasize the importance 
of the long-term philosophy that should be borne in mind by organ- 
izers of small business investment companies as against either short- 
term speculation in small business securities or the practice of a Gov- 
ernment-subsidized loan company operation, both of which we oppose. 
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The importance of free enterprise utilizing private capital for a 
long-term investment risk cannot be overshadowed by what might ap- 
pear to be a Government dole or a securities trading medium which 
might come about by the unlimited use of any investment instrument, 
such as common stocks and bonds with detachable warrants and the 
like. In order that the high standards envisaged by the authors of 
this act be maintained, we believe that it is consistent and proper that 
the organizers should devote themselves to rigid control of their ac- 
tivity, their employees, and the representations made by those people 
in dealing with small businesses. 

Finally, we would recommend that the Congress should consider 
the possibility of changing the word “company” for the word “bank” 
both in the act as well as in the description of the small business in- 
vestment company. We might suggest the change to read “a small 
business capital bank,” which we think might more fully describe the 
activities of this fourth banking system. 

We believe that Congress need not be alarmed by the number of 
applicants or subsequent licensees attracted to the small business in- 
vestment program. We believe quality should take precedence pri- 
marily over all other considerations. 

Through our experience in the past 744 months, we are convinced 
the potentials for investors in small business investment companies 
can be enormous and when this fact becomes fully clear to responsible 
investment. people there will be a considerable surge of new applicants, 
well qualified, and the program will more than justify the effort that 
Congress has made to create it. 

The CuHamman. Thank you very much, Mr. Salik. 

Any questions? 

Mr. Ansperry. Mr. Salik, what do you consider the minimum eco- 
nomic size for a small business investment company ? 

Mr. Sark. At least $5 million. I would say that when you consider 
the amount of interest income generated over 1 year and you also con- 
sider the cost of such pedestrian things as rent and the routine office 
costs, plus a more important and more vital cost, the hiring of good 
executive talent, I do not think that you can operate on a budget which 
would generate less than $400,000. That would be achieved through 
income of 8 percent, roughly on the $5 million. That is connntialih 
what our interest rate is running on all of our commitments to date. 

Mr. Ansperry. Have you any suggestions for handling the problem 
which you outlined here, the problem of the limit of $60,000 on an in- 
dividual investment by a minimum company, a legal minimum com- 

any ? 
- Mr. Saurk. I think the only way to solve that, and I say this as an 
individual, not representing our corporation, would be to set the limit 
higher. I think organizers of small business investment companies 
have been deluded by the word “small” and the minimum seems to be 
more attractive than the effective operating levels that they should 
attain at the outset, if possible. 

I know this is not going to be the case. But I think that if you take 
8 percent of $300,000, you would see how few dollars you have to 
operate a company. You could barely hire one good man, and if you 
had to pay rent and the other expenses, it would not be a feasible 
operation, at least it seems to me. 
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Mr. Ansperry. Would you think that these companies could operate 
on a nondiversified basis, just one or two investments ? 

Mr. Sark. I do not think so; I think that it might tend to destroy 
the company more quickly, because if a small business investment com- 

any were to become locked into one small business concern, its whole 

uture would depend upon that concern, and should it fail, the com- 
pany is out of business. 

It would also lack the financial strength to back up its commitment. 

We think in our investment philosophy that it is just as important 
to have reserve capital to meet the needs of the companies that we have 
loaned to as it isto make the initial investment. 

Mr. Ansperry. You would recommend a deductible loss reserve of 
18 percent. How do you arrive at the 18-percent figure ? 

Mr. Saurk. Well, we looked at the information described in the act 
relating to the savings and loan companies. They are allowed 12 per- 
cent of their deposits, of their total deposits, as I understand it, with- 
out regard to their commitments. 

Our thinking is that the statutory tax-free bad-debt provision of 18 
percent would apply only on those investments that are made, not on 
the standby money, the Government securities, the cash, or any other 
instrument that the company holds in its portfolio. Only for those 
commitments that are already made would it have a reserve for bad 
debts. 

I figure if we set our figures at 18 percent on what we invest, that 
is as fair as the saving and loan law. 

Mr. Ansperry. Thirty percent has been recommended by some of 
the other testimony we have received. Do you think 30 percent is too 
much ? 

Mr. Sarik. Excuse me? 

Mr. Ansperry. Thirty percent has been recommended by others. 

Mr. Sauix. I think that experience will be the only rule to follow. 
I think that 18 percent might be too low. It might be toohigh. But 
it oars to be relatively fair in comparison with the savings and loan 

e. 
er cidentally, the savings and loan people have a high degree of col- 
lateralization, and we have none. Their degree of risk, therefore, is 
considerably less than ours. 

Mr. Ansperry. You probably heard Mr. Gadsby testify to the 
effect that stock options in the management companies which manage 
SBIC’s would be enough compensation for the key personnel. Since 
you have a management company, would you care to comment on that ? 

Mr. Sark. Well, I think that there are two distinct factors. I 
think that the fee you pay to the management company that supplies 
the overall economic, statistical information relating to our particular 
industry, is earned, and is a separate independent corporation. Even 
though I am speaking as the sole stockholder of that corporation, I 
can say that it does perform a specific service. Our intention in terms 
of the restrictive stock option would apply to the executives of the 
corporation who would be attracted by this incentive, not just by the 
taxable income that he might receive over a period of a year. 

_I think the holding of a good executive is just as important as get- 
ting him in the first place, and we think that our executives, for ex- 
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ample, will be extremely valuable as an asset to another similar com- 
pany, and we would like to hold onto them. 

Mr. Ansserry. Why could you not cut them in on the management 
company ? 

r. SauiK. There are a lot of complications there, and I am sure 
that this is always a possibility, although I understand that there are 
certain present laws that prohibit it, the interaction between executive 
officers of an investment company, that is, the independent officers 
getting options, although I am not sure of that. I think, though, 
that the incentive to the full-time executive should come from the in- 
vestment company itself, not from a collateral or service company 
that provides a service for a fee rendered. 

Mr. Ansperry. With respect to the question which you have heard 
discussed in relation to collateral for convertible debentures which is 
now forbidden by SBA regulation, what is your feeling on that? 
Would it be desirable to have collateral for your convertible? 

Mr. Satrx. Well, I would think that it would be academic in our 
case because, as a rule, there is little to collateralize in the case of a 
fast-growing electronics company. There are practically no tangible 
assets. The real collateral is the people and their potential and the 
products and services that they produce. 

I would think that in certain instances of small business investment 
companies, it would be helpful, although as we know by the definition 
of a debenture bond, it is a debt instrument against the total assets of 
the corporation rather than any specific asset, and I think it would be 
difficult to tie it down in the case of a small business. 

Mr. Ansperry. I understand from some of our responses that they 
understand the rule to be that you cannot take keyman insurance on 
the personnel of the borrower or have the borrower make it available 
to the SBIC. 

Mr. Sark. I was not aware of that. I would like to give you a 
little bit of our experience in that regard. As part of our debenture 
agreement, either the debenture itself or the agreement that is a part 
of the debenture, we require in the case of one-man operations or in 
relatively small operations that the keyman have the corporation that 
we are lending the money to, buy insurance which is, in effect, keyman 
insurance to the corporation, payable to the corporation, not to the 
SBIC. We think that that serves the purpose of protecting our in- 
vestment as well as his future estate in the case of his demise, and anv 
other parties connected with the company. : 

Mr. Ansperry. So you would amily think that the regulation would 
permit that device of keyman insurance ? 

Mr. Sark. I think it does; yes. I think it is already permissive 
in terms of the keyman insurance to the corporation that is receiv- 
ing the loan. J do not know the legal ramifications of the money 
being paid to the SBIC in the event of the demise of the entrepreneur. 
I do not think that it is really fair to require the corporation to pay 
money to us in this indirect form. I think it is fair that it be paid 
to the corporation, because that is the independent entity itself. 

Mr. Ansperry. You do think to that extent the rule should permit 
the requiring the keyman insurance as collateral ? 

Mr. Sarix. Yes; I do, sir. I think it is important and I hope we 
have not violated any rule by it, but I would think it would be abso- 
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lutely necessary, because otherwise it would be very difficult to operate 
with these people. 

Mr. Ansperry. I believe that is all. 

Mr. Stouts. That is all. 

Mr. Putnam. Mr. Chairman, the gentleman’s company, I under- 
stand, is doing business in the State of Massachusetts, and I am told 
it is incorporated in that State, so I know Senator Saltonstall would 
like to have me compliment Mr. Salik in his constructive attitude 
toward the entire program and to congratulate him on the progress 
made to date. I express the hope that it will be of benefit to the many 
growth industries in the Commonwealth of Massachusetts. 

Mr. Koreen. May I ask for the opportunity to submit a memoran- 
dum with respect to the stock-option comments of Chairman Gadsby 
of the Securities and Exchange Commission for consideration by the 
committee ? 

The CuHarrman. We shall be very glad to have it. 

(The memorandum referred to was subsequently received and 
follows :) 


LAw OFFICES OF KoreEeN & Burt, 
Washington, D.C., March 8, 1960. 


EMPLOYEE RESTRICTED Stock OpTrions FoR SMALL BUSINESS INVESTMENT CoM- 
PANIES: MEMORANDUM OF LAW SUBMITTED BY BERNARD KOTEEN, GENERAL 
COUNSEL OF ELECTRONICS CAPITAL Corp. 


INTRODUCTION 


Several of the witnesses before this committee, including Charles E. Salik, 
president of Electronics Capital Corp., have strongly urged adoption of an amend- 
ment to the Small Business Investment Act which would permit all small business 
investment companies to issue to their employees restricted stock options which 
comply with the provisions of section 421 of the Internal Revenue Code of 1954. 
Mr. Salik pointed out that the restricted stock option incentive is “of prime 
importance” in order to attract and hold experienced, capable personnel to the 
management of SBIC’s, and thus to insure the orderly growth of the SBIC 

rogram. 

The Small Business Administration has recently proposed regulations which 
would permit issuance of stock options by those SBIC’s that are not also regis- 
tered investment companies under the Investment Company Act of 1940. Any 
SBIC, however, that proposes to offer its securities to the public or whose securi- 
ties are beneficially owned by more than 100 persons, must register as an invest- 
ment company under the 1940 act, and consequently is prohibited by sections 
18(d) and 23(a) of that act from issuing stock options to its employees. 

The effort to exempt SBIC’s from these provisions of the 1940 act has been 
opposed by Mr. Edward N. Gadsby, chairman of the Securities and Exchange 
Commission. In his statement before this committee on February 23, 1960, 
he stated that stock options were undesirable for investment companies and 
cited the study which led to their prohibition in 1940 because of the “insidious 
forms of abuse” which could result from their use. 

As general counsel of Electronics Capital Corp., I have requested this opportu- 
nity to reply to Mr. Gadsby’s statements and to outline briefly the reasons why 
the use of employee restricted stock options is both necessary and appropriate 
for the continued growth of the SBIC program. 


A. THE NATURE OF THE OPTIONS 


Let me point out immediately that the stock options which we advocate are 
“employee restricted stock options” within the meaning of section 421 of the 
Internal Revenue Code of 1954. These options, which are issuable only on care- 
fully limited terms and conditions, are completely different from the unrestricted 
stock options which investment companies were prohibited from granting in 
1940. Employee restricted stock options were first adopted by Congress as 
section 220 of the Revenue Act of 1950, adding a new section 130A to the 1939 
Internal Revenue Code. The purpose of this provision was to give favorable tax 
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treatment to qualified stock option plans and thereby to encourage their use 
“as incentive devices by corporations who wish to attract new management, to 
convert their officers into ‘partners’ by giving them a stake in the business, to 
retain the services of executives who might otherwise leave, or to give their 
employees generally a more direct interest in the success of the corporation” 
(report of Senate Committee on Finance, 8S. Rept. 2375, 81st Cong., 2d sess., p. 59). 

An employee restricted stock option is defined as an option given to an em- 
ployee in connection with his employment; and at an option price which is at 
least 85 percent of the fair market value of the stock at the time the option is 
granted. It must not be transferable other than by inheritance and must be 
exercisable during his lifetime only by the employee receiving it. As originally 
conceived, a restricted stock option could not be given to an individual who owned 
more than 10 percent of the total combined voting power of all classes of stock 
of the corporation. Finally, the option cannot be exercised unless it is first held 
for at least 2 years and the stock itself must be held at least 6 months after the 
option is exercised. If these conditions are met, the employee realizes no taxable 
income upon receiving or upon exercising the option. Moreover, if the option 
price was 95 percent or more of the fair market value of the stock when the 
option was granted, all of the income received on the sale of the stock is taxable 
to the employee at capital gains rates. When the employee sells stock acquired 
through exercise of an option granted at a price between 85 and 95 percent of 
fair market value, the difference between the option price and the fair market 
value at the time the option was granted or when the stock was sold, whichever is 
lower, is ordinary income to him, and the balance of the gain, if any, is taxable 
at capital gains rates. 

Congress has retained and, indeed, has liberalized, these provisions through- 
out its subsequent revisions of the tax laws. In 1954, for example, the em- 
ployee restricted stock option was included as section 421 of the new Internal 
Revenue Code, and was expanded to include variable price options, to preserve 
the benefits of the plan to an employee whose employer corporation changes 
its corporate form, to make the provisions of section 421 applicable to persons 
who own more than 10 percent of the employer’s stock at the time the option 
is granted so long as the option price is at least 110 percent of the fair market 
value of the stock at the time the option is granted, and to permit joint owner- 
ship of options under certain conditions without disadvantageous tax results. 
(On the other hand, any possibility of abuse of the options was further dimin- 
ished by the requirement that they be exercised within 10 years after they are 
granted.) The Technical Amendments Act of 1958 further modified these 
options to cover employees employed by a parent or subsidiary of a corpora- 
tion which has granted the options. 


B. THE NEED FOR THE OPTIONS 


As the foregoing paragraphs demonstrate, Congress has carefully nurtured 
and continually liberalized the employee restricted stock option as a necessary 
incentive for corporate executives. It is fair to say that by far the majority 
of today’s publicly held industrial corporations utilize the employee restricted 
stock option for these purposes. The need for such options is no less in small 
business investment companies. Whether the SBIC is specialized in a par- 
ticular technical area, as is Electronics Capital Corp., or invests in all types of 
small businesses, it clearly needs to attract, encourage, and retain topflight 
executive talent in order to provide the sophisticated financial and technical 
guidance which the small business concerns are seeking from it. Moreover, the 
availability of such stock options will provide an additional incentive to organ- 
ize SBIC’s, both large publicly held companies and those of smaller size. 

As Deputy Administrator Duncan H. Read pointed out in his statement before 
this committee, SBA believes “that the right to grant options on the stock of 
a licensee will be beneficial to the program, particularly in the case of small 
companies where salaries must be kept at a minimum.” We believe that this 
comment is particularly pertinent in light of Mr. Salik’s testimony that in his 
view a “minimum size” small business investment company’s principal draw- 
back was its inability to pay a sufficient salary to employ full-time qualified 
executives, whicb resulted in an unfortunate tendency to manage the smaller 
SBIC’s as “side door” adjuncts to larger banking or financial operations. 

From our own experience, Electronics Capital Corp. can testify to the equal 
need of stock options to the larger SBIC’s. We have been extremely fortunate 
in attracting to the staff of the corporation a number of highly talented financial 
and technical experts with a broad range of experience in business and in the 
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electronics industry in particular. While these executives are stimulated by 
the new horizons afforded by Electronics Capital Corp. and its concept of pro- 
viding sorely needed equity capital to small business concerns in the rapidly 
growing electronics industry, they will inevitably be presented with numerous 
opportunities from operating electronics concerns which, unlike ECC, can offer 
them a chance to participate in the capital growth of the industry and thus 
share substantially in its success through the deferred compensation method 
of employee restricted stock options. 

Accordingly, we believe that it is critical to the success of the small busi- 
ness investment company program that both the larger and the smaller SBIC’s 
be permitted to institute employee restricted stock option plans.’ 


C. THE PROPRIETY OF THE OPTIONS 


The basic difficulties in Chairman Gadsby’s argument against permitting 
SBIC’s to issue stock options are that first, he is referring to nonrestricted op- 
tions, Which may indeed have very real dangers, and secondly, that his com- 
ments are applicable to open-end “widows and orphans” investment funds, 
but not to venture-capital SBIC’s. We have shown that the options which we 
seek permission to issue are employee restricted stock options, which have been 
consistently encouraged by Congress under the tax laws as important and de- 
sirable incentives for corporate executives and employees, and which are sub- 
ject to stringent safeguards to prevent their abuse. Thus, no restricted stock 
option plan can be commenced without the consent of the stockholders. More- 
over, restricted options can be issued only to employees, and only for reasons 
connected with their employment; their price must be at least 85 percent of 
fair market value when issued; and they are carefully circumscribed in other 
ways, such as the limitations on transferability and right to exercise. Em- 
ployee restricted stock options originated in 1950, and were unknown when the 
Investment Company Act of 1940 was adopted. In view of their carefully 
limited scope, and their acknowledged importance to the achievement of sound 
management, it is not unreasonable to believe that, even with respect to tra- 
ditional investment companies, Congress might today permit such restricted 
options. 

But—and this is most important—an SBIC is not a traditional investment com- 
pany. Indeed, as has been continually pointed out in this hearing, SBIC’s fall 
under the Investment Company Act almost by accident, and there is considerable 
discussion about exempting them completely from that act. Electronics Capital 
Corp., as Mr. Salik testified, has no serious objection to continuing to operate 
under the Investment Company Act, despite a considerable amount of dupli- 
cation involved in reporting to and complying with regulations of both the SBA 
and the SEO. However, we believe that the SHC—and Congress—should recog- 
nize the anomalous position under this act of venture-capital SBIC’s which are 
expressly formed to provide equity capital to small business concerns, an in- 
vestment area sufficiently hazardous to require the enactment of such unprece- 
dented tax provisions as those which permit SBIC’s to treat their investment 
losses as ordinary operating losses and thus to “amortize” them against any 
gains, and permit SBIC’s stockholders to treat any losses they incur in the sale 
or exchange of such stock as ordinary rather than capital losses. 

Indeed, the SEC itself required Electronics Capital Corp. to print on the cover 
page of its offering prospectus that “These securities are offered as a speculation,” 
and insisted that throughout the prospectus the corporation emphasize the spec- 
ulative nature of the enterprise and the fact that there is no “supervision by any 
Federal authority of the corporation’s management or investment practices or 





2Brief reference should be made to Chairman Gadsby’s suggestion that the stock option 
oem for SBIC’s could be obviated by offering their employees stock eptene in the 
BIC’s investment advisers. This suggestion is obviously impractical. In the first place, 
most SBIC’s do not have investment advisers. Where they do, the investment adviser is 
seldom simply an adjunct or subsidiary of the SBIC. Thus, Electronics Investment Man- 
ent Corp., the technical, statistical, and economic consultant to Electronics Capital 
orp.» is also the investment adviser to Electronics Investment Corp., an open-end mutual 
fund. Since the employees of the SBIC are rendering services to the SBIC itself, ft ts 
manifestly inappropriate to require the investment adviser, which is' seldom owned by the 
same stockholders as the SBIC, to compensate them, while the company which the SEC 
concedes is the real beneficiary of such incentives does not. On. the other hand, since the 
efforts of the employees of the SBIC are directed toward the welfare of the company itself, 
it is difficult to see how options in a different company, the investment adviser, would fulfill 
the function of the stock option as an incentive to their work for the SBIC. These are 
only a few of the difficulties in the suggestion that options in the stock of an investment 


ser could be an effective substitute for employee resiricted stock options in SBIC’s 
themselves. 
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policies.” Not even the average industrial corporation, which is permitted to 
make full use of stock options, is required to include such statements in its 
offering circulars. These requirements make clear the difference between the 
venture-capital SBIC and the conservative open-end and closed-end funds for 
which the prohibitions against options were conceived. There is, we submit, no 
justification for applying the traditional investment company stock option 
prohibition to SBIC’s, whose shareholders Congress obviously considers to be 
involved in a more hazardous enterprise than are the shareholders of industrial 
concerns. 

The SBA has recognized the importance of stock options to the success of the 
small business investment program and has approved them for those SBIC’s 
over which it has exclusive jurisdiction. We believe that the same provisions 
should apply to the larger and publicly held SBIC’s which have an even greater 
need for such options. Such options will both encourage the formation and 
expansion of SBIC’s and help those companies attract, stimulate, and retain 
the topflight executives which are essential to the continued growth and success 
of the small business investment program. 


The CuarrmaN, Thank you very much, gentlemen. 
(The complete statement of Mr. Salik, plus exhibits A and B at: 
tached thereto, follows :) 


BLECTRONICS CAPITAL CorpP., 
San Diego, Calif., February 17, 1960. 
Hon. JoHN SPARKMAN, 
Chairman, Select Committee on Small Business, 
U.8. Senate, Washington, D.C. 


Deak SENATOR SPARKMAN: In accordance with your letter of January 28 
wherein you requested a written statement to be filed with your committee on or 
before Friday, February 19, 1960, allow me to present this corporation’s experi- 
ence, views, and general comments in connection with the Small Business In- 
vestment Act of 1958. 

It is our belief that the authors of the Small Business Investment Act of 1958 
initiated legislation which has effectively contributed to the ever expanding 
growth of our American economy. It is our conviction that this act of Con- 
gress is already having beneficial effect as it does, in fact, “stimulate the na- 
tional economy in general and the small business segment thereof in particular” 
by effectively providing the means whereby small companies can receive long- 
term investment capital. Having lived within the terms of this act, we can 
truly state that this piece of legislation is an effective instrument to accomplish 
the aim envisioned by Congress when it enacted Public Law 699. 

Let me make it clear that if no amendments were made to this act during 
this session of Congress we, at Electronics Capital Corp., are convinced that 
we can effectively operate our small business investment company as conceived 
by Congress. I want to emphasize that the act provides no insurmountable 
obstacles toward the successful and profitable operation of a small business 
investment company. It has been our experience that the act is a living instru- 
ment which has been well conceived to allow considerable flexibility to the small 
business investment company. In our opinion, the Small Business Administra- 
tion has fairly and equitably administered the provisions of this act. They 
have encouraged and aided us at every turn and have expeditiously as well as 
earefully handled all filings made with them, both as to our original application 
and all subsequent filings relating to our activities. 

Our relations with the Small Business Administration have been stimulating 
and gratifying, and I say with all candor that during my business career in 
dealing with Federal agencies the Small Business Administration has demon- 
strated enthusiasm and dedication which, in my opinion, are unequaled. 

It is also my pleasure to report that the Securities and Exchange Commis- 
sion expeditiously processed our registration statement and, even though ours 
was one of the first filings for a public offering of a small business investment 
company shares, the SEC made our registration effective some 40 days from the 
date of our first filing. 

We have been aware of a number of negative statements made in connection 
with this act. It is out belief that many of these comments come from people 
who are either uninformed or narrow of view. We, at Electronics Capital Corp., 
take the position that few who have read the act have properly interpreted the 
enormous potential available to investors in small business investment com- 
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panies. Those who would detract from the act misinterpret the intent of its 
authors by envisioning federally sponsored finance company operations or short- 
term speculation in the investment instruments representing small company 
equity. We believe that neither of the foregoing viewpoints do justice to this 
act. If potential organizers of small business investment companies would first 
consider that the main purpose of their company should be long-term equity 
financing, they would begin to see the inherent growth potentials which would 
be available to them. 

I am sure you would be interested to know of our operating experience since 
our inception on June 16, 1959 (see exhibit A). As you may know, we offered 
to the public, through an underwriting syndicate headed by Hayden, Stone & Co. 
of New York, $18 million of our common stock (1,800,000 shares at $10 per 
share). The issue was oversubscribed and trading subsequently in the common 
stock was brisk. The shares initially offered at $10 per share now have a 
quoted public market of 16 bid, 1744 asked, over the counter. 

As founder and president of Electronics Investment Corp., a $30 million open- 
end investment company, and through my experience in the securities market- 
place, I have come to recognize the securities that appeal to the general public. 
Our investment advisory activities have, we believe, given us an insight into 
the types of securities that investment banking houses prefer. 

I am confident that there is a vast public market for the securities of small 
business investment companies which are properly conceived, well oriented in- 
dustrywise, and which possess management know-how that speaks the language 
of both the investment banker and the small businessman. At this point, I can- 
not too strongly urge that potential organizers of small business investment 
companies be warned that undercapitalization is as serious to a small business 
investment company as it is to a small business, and that the full benefits of the 
act can only be achieved when the small business investment company itself 
has sufficient capital to carry out its aims and objectives. Not the least of 
these is the necessity of generating sufficient income obtained through money 
invested at reasonable interest rates to afford expert executives who cannot 
only perform the initial investigations required to make sound and reasonable 
investments, but also who possess the ability to provide effectively management 
consultation to the small businesses within their area of endeavor. 

During our 74% months of operation, we have reviewed more than 450 com- 
panies. We have found that at least 100 of these companies generally possess 
the growth characteristics and qualifications which would justify further in- 
vestigation. We have, at this writing, made six commitments totaling $3,650,000. 
We are in serious negotiation with 20 promising companies and we have only 
scratched the surface. 

We are delighted to report to you that with proper communication and a 
thorough explanation of our aims and objectives, almost all companies that 
were attractive to us have embraced our concept of investment and financial 
management. It should be made clear at this point, however, that no new 
concept sells itself. Our whole operation is geared toward the aggressive 
marketing of our capital and services. We emphasize to the entrepreneurs of 
small business that we represent private capital in the true spirit of the free 
enterprise system. We make it clear that our motives are for profit through 
growth and that we have no desire to operate our client companies as our pri- 
mary intention is to share equitably potential capital gains which will come 
about as a result of our joint efforts. To give weight to the foregoing, I would 
like to point out that all of our commitments to date are long-term convertible 
debenture bond investments. In certain situations we have also committed 
additional funds as implementing loans. 

We believe that the convertible debenture bond investment instrument is the 
ideal method of investing in small business enterprises. All of the bondholder 
restrictions, covenants and disciplines which serve not only ourselves but our 
client companies, are clearly set forth in writing in advance so that there is no 
misunderstanding as to our intent. Of course, the incentive to make the in- 
vestment commitment in the first place is the potential conversion into equity 
at such time as the small business has reached an operational maturity where 
either a capital gain can be realized or an unrealized capital gain can become 
apparent through a public offering of the small business company’s common 
stock if the company should prosper to that point. 

We agree with the wisdom expressed on page 17 of the committee print deal- 
ing with the Small Business Investment Act dated September 5, 1958, wherein 
it was stated that “it is thought that the use of convertible debentures, which 
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has been developed to a high degree in recent years by many large, publicly 
financed companies, is the most suitable financing instrument for this type of 
program.” Contrary to some previous testimony given at the hearing during 
the last session of Congress, we earnestly believe that the convertible debenture 
bond is, in fact, the most effective instrument to supply small business firms 
with long-term equity capital. We have not been hindered in our investment 
activities by this requirement. 

In our opinion, it is not feasible for a small business investment company to 
invest directly in the common stock of a small business as the necessary dis- 
ciplines and understandings as to the investment relationship would not be an 
integral part of the investment instrument. Without these disciplines, which, 
in our experience, are neither onerous nor a bar to investment, both parties 
to the agreement lack the essential ingredients to future successful financial 
management. 

Underlying the foregoing thought is the fact that a small business investment 
company must have income to carry out its operations and if it invests in se 
¢curities which, unlike convertible debentures, bear no income, it is obvious to 
conclude that when it has completely invested its funds it would have no income 
with which to sustain its operations. There are many devices available within 
the investment community which are variations of the convertible debenture 
theme. We believe that these devices are not necessarily advantageous to either 
the small business investment company or the small business. 

The limited number of recommendations for amendments to the present Small 
Business Investment Act of 1958 that I am about to discuss, would, I believe, 
encourage the formation of substantial and adequately managed small business 
investment companies. I would like to reiterate, however, that the absence of 
these suggested amendments should not inhibit the successful operation of well 
planned small business investment companies. We generally endorse the rec- 
ommendations made by the Small Business Administration. I will not, at this 
time, discuss the Small Business Administration recommendations as, in my 
opinion, there has already been adequate justification to warrant the inclusion 
of these recommendations in any amendments that the Congress would choose 


to make. 
The three recommendations that I wish to propose are as follows: 


1. A STATUTORY TAX DEDUCTIBLE BAD DEBT RESERVE 


We believe that many highly successful small business investment companies 
will earn reasonable profits within a relatively short period of time. Without a 
tax deductible bad debt reserve, it will be difficult for a small business investment 
company to utilize fully its capital funds as it must maintain a reasonable re- 
serve for possible losses due to the high risk inherent within this type of invest- 
ment. We recognize that Congress has previously provided tax deductible bad 
debt reserves to other financial institutions whose risks are considerably less 
than those of a small business investment company by virtue of the high col- 
lateralization available to their type of investment program. We respectfully 
recommend that the Congress establish for small business investment companies 
a statutory tax deductible bad debt reserve equal to 18 percent of the total amount 
of investments made in small businesses less the surplus and undivided profits 
as of the beginning of each year (see exhibit B). 


2, RESTRICTIVE STOCK OPTIONS TO KEY PERSONNEL 


To encourage the formation of substantial publicly held small business invest- 
ment companies, we suggest that the granting of restrictive stock options be 
permitted by congressional act so as to afford the original small business invest- 
ment company entrepreneurs the incentive to risk time and money in bringing a 
publicly held small business investment company into being. Further, it must 
be borne in mind that experienced, capable people who possess the qualifications 
and the ability to create and operate such companies require the restrictive stock 
option incentive to be attracted to this pioneering effort. Equally important to 
a small business investment company is the attraction and holding of additional 
expert management executives who are fundamental to the successful operation 
of a small business investment company. 

Executive remuneration in the form of income alone does not generally at- 
tract the original entrepreneur or the necessary senior executives to the small 
business investment company program. The opportunity to share in the success 
of the company on a capital gains basis through restrictive stock option plans, 
a common practice throughout the American industry, is, in our opinion, of prime 
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importance for the orderly growth of the small business investment company 
program. 


8. THE CREATION OF A FEDERAL SMALL BUSINESS RESERVE BANK 


In the interest of relieving the taxpayer from the direct subsidization of 
the small business investment company program, we propose the creation of a 
Federal Small Business Reserve bank which would bring added vigor and new 
strength to the entire small business investment company program. The forma- 
tion of a Federal Small Business Reserve bank would, in effect, place the 
strength of the combined assets of all small business investment companies be- 
hind each and every individual small business investment company. We believe 
that Congress should give serious consideration to an amendment to the Small 
Business Investment Act which would cause the establishment of a Federal 
Small Business Reserve bank and would be implemented as follows: 

1. Bach small business investment company would initially purchase 
shares of the Federal Small Business Reserve bank in an amount equal to 5 
percent of the small business investment company’s total assets. (Such 
purchase of equity in the bank and subsequent membership would not be 
mandatory.) 

2. The Board of Governors of the Federal Small Business Reserve bank 
would be composed of representatives of the small business investment com- 
panies, the Small Business Administration and small business. 

8. The $27.5 million which the Federal Reserve banks have transferred 
back to the Treasury Department in accordance with the repeal of section 
13b of the Federal Reserve Act could be appropriated to the Federal Small 
Business Reserve bank as part of its initial capital in addition to the capital 
supplied by the small business investment companies (less funds already dis- 
bursed by the Small Business Administration for management counseling). 

4. That additional funds be made available to the Federal Small Business 
Reserve bank under section 202 of the act which provides $250 million to 
the Small Business Administration to be used to carry out the purposes of 
the Small Business Investment Act. 

5. We propose that section 302(a) be amended so that after December 
1961, that part of section 302(a) pertaining to the purchase by the Small 
Business Administration of $150,000 of debentures to provide the initial 
capitalization of $300,000 as required by the act be eliminated. Further, 
we propose that section 303(b) be amended so that an additional dollar 
amount equivalent to 50 percent of the total assets of the members of the 
Federal Small Business Reserve bank be made available solely to the 
Federal Small Business Reserve bank. 

6. All Federal funds and the initial capital provided by small business 
investment companies would be available, in the form of loans, to member 
small business investment companies in accordance with sound reserve 
banking principles, and each loan would be approved by the Board of 
Governors or a designated investment committee. It would be the inten- 
tion of the Federal Small Business Reserve bank to repay to the U.S. 
Treasury all Federal funds appropriated to the bank for the purposes herein 
described. 

7. The Federal Small Business Reserve bank would, as a part of its 
operations, provide a degree of liquidity to its members by discounting 
acceptable convertible debentures or term notes, and additionally, would 
lend funds to small business investment companies against their total col- 
lateral, within the existing limitations of section 303(a) and the rulings 
promulgated by the Small Business Administration which presently limit 
such borrowings to a ratio of 4 to 1. 

8. The Federal Small Business Reserve bank would be generally responsi- 
ble for establishing industry standards relating to such investment and 
lending practices as the general rate of interest to be charged, the re- 
discount rate, and the general reserves necessary for the sound operation 
of a small business investment company. 

9. The Federal Small Business Reserve bank would act as a lender of 
last resort to all member small business investment companies. 

In summation, let me state that after carefully considering the general 
approach for providing long-term capital to small business, we believe that it 
is consistent and proper that small business investment companies should 
have as their primary goal long-term equity investment objectives rather than 
to engage in loan or finance company practices which generate “profit through 
high interest” rather than capital gains in return for long-term risk. In that 
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regard, we believe that the word “investment company” as related to this act 
is somewhat misleading as the small business investment company is more 
logically a small business investment bank, and that the inclusion of the word 
“bank” in the title of the act as well as in the company itself would more 
accurately describe the function of these companies. We therefore would like 
to suggest that Congress seriously consider changing the name of these com- 
panies to either small business investment banks or small business capital banks, 

We hold the firm conviction, as a result of our operating experience, that 
the Congress need not be alarmed by the number of applicants or subsequent 
licensees attracted to this program. We are confident that substantial, highly 
capable investment people will come to realize the unusual opportunity made 
available through the Small Business Investment Act, and that with patience 
and reasonable diligence, the act will succeed beyond the hopes and aspirations 
of its authors. 


With cordial greetings, 
CHARLES E. SALtiK, President. 


ExuHisit A 


SEMIANNUAL REpoRT, DECEMBER 31, 1959, ELECTRONICS CAPITAL CoRP. 
A FEDERAL LICENSEE UNDER THE SMALL BUSINESS INVESTMENT ACT 


To Our Fellow Shareholders: 

It is with considerable pleasure that we give you this report dealing with the 
significant progress your company has made in its first 6 months of existence. 
This challenging experience has reconfirmed our conviction that early invest- 
ment in carefully selected, privately held electronics companies offers the great- 
est opportunity for dynamic growth. 

The management of this corporation seeks those situations that offer explosive 
growth characteristics which can be found only in the small- and medium-size 
electronics company. In order to accomplish this objective, we have organized 
an executive staff which possesses the scientific, technical, management and 
financial training and experience to weigh fully the many investment opportu- 
nities made available to this corporation. 

We find that our investment philosophy has been widely accepted by a broad 
segment of the electronics industry, because we speak the language of the indus- 
try. We have reviewed more than 400 electronics companies during the past 6 
months, and already we have found more than 100 companies that generally 
possess the growth characteristics that we are seeking. We have made 5 com- 
mitments for our portfolio, and we are now in the process of active negotiation 
with 15 additional companies. Our exhaustive analysis of the companies we 
have reviewed has not only enhanced our ability to select the most promising, 
but we have been able to contribute effectively to those companies with whom 
we have come in contact. Our experience during these first 6 months has 
broadened our perspective of the total requirements for the orderly growth of 
electronics companies possessing extraordinary technical capabilities. 

The promise of the soaring 1960’s as predicted by our economists has as its 
heart the most dynamic, exciting, and fastest growing industry of them all— 
electronics. We believe your investment in Electronics Capital Corp. affords 
you a unique opportunity to share in the unusual growth potential offered by 
early investment in privately held electronics companies. 

With cordial greetings, 
CHARLES FE. SALIK, 
President. 
RicHArRD T. SILBERMAN, 
Executive Vice President. 


THE SOARING SIXTIES AND ELECTRONICS 


The wealth of technical achievements coming to light in electronics makes it 
abundantly apparent that the whole image of the electronics industry will be 
changing constantly throughout the next decade. We envision an entirely new 
family of electronics products which will continually revolutionize our mode 
of living, our industrial processes, and our military defense posture. During 
the fifties, the television and radio segment of the electronics industry played 
the dominant role. We believe that in the sixties consumer electronics products 
will go through a dramatic metamorphosis. It is quite possible that we will 
find electronic heating and air conditioning, cooking and lighting, and home 
communications creating consumer electronics markets far surpassing the ex- 
plosive television and radio era just witnessed in the fifties. In this one seg- 
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ment of the electronics industry, the potential for new electronics companies is 
so enormous that it staggers the imagination. 

From our experience to date, we believe that some of our portfolio companies 
might well be among the leading electronics companies in the decade lying ahead. 


ELECTRONICS CAPITAL——-GROWTH CATALYST FOR THE ELECTRONICS INDUSTRY 


The objective of Electronics Capital Corp. is to provide truly sympathetic, 
long-term capital to accelerate the growth of dynamic electronics companies. 
This statement bears with it the heavy responsibility that we maintain the 
necessary qualifications to appraise the potential of these companies. Equally 
important is the necessary ability to provide effective corporate advice to 
insure the original entrepreneurs the independence and self-determining initia- 
tive which is fundamental to a fast-growing electronics company. 

It is not Electronics Capital Corp.’s intention to cause those companies in 
which it invests to lose their identity or their own self-determination. The 
optimum relationship that we seek with our portfolio companies is one in which 
the company, at all levels, is able independently to use its executive resources 
without restraint, yet utilizing the broad perspective made available by Elec- 
tronics Capital Corp. 

INVESTMENT PROCESS 
A. Initial evaluation 


Here are some of the steps we take in our screening process prior to entering 
into initial negotiations: 
. Define technical and economic area of operation. 
. Establish company’s competitive position. 
Establish total market and potential. 
. Evaluate management horizontally and vertically. 
. Determine actual capital required for accelerated growth. 
. Determine company’s ability to convert invested capital into profit. 
. Determine potential public market value. 


AAP whe 


B. Preliminary negotiation 


1. Determine present sound book value with consideration of intangible assets. 

2. Establish reasonable management incentives Such as key executive stock 
option programs, profit-sharing and pension plans, and estate-tax planning. 

8. Negotiate terms of convertible debenture. 

4. Project areas of management planning to be provided by Electronics Capital 
Corp. 


C. Closing agreements 


1. Preparation of legal instruments. 

2. Obtaining of jurisdictional and board of directors’ approval. 

8. Presentation of terminal evaluation. 

4. Establishment of contractual basis for providing further implementing 
capital. 

5. Signing of documents and delivery of funds in exchange for debentures, 


PORTFOLIO OF INVESTMENTS AS OF DECEMBER 31, 1959 


Our exhaustive process of selection yielded the companies now in our invest- 
ment portfolio which, we believe, are among the highest quality companies in 
their respective fields. Listed below are the five companies comprising our 
initial portfolio. We particularly call your attention to the compatibility of these 
companies which implement our group development concept. You will notice 
that these companies possess similar objectives, which should make it possible 
for such undertakings as group bidding, joint ventures, and other development 
programs which could be mutually beneficial. 

Potter Instrument Co., Inc. 

Total commitment, $1 million. 

$750,000 10-year 8-percent convertible debentures. 
$250,000 term loan. 

Conversion rights, 3314 percent of total common stock. 

Our extensive analysis of the various elements of the industrial electronics 
picture has caused us to conclude that the magnetic tape recording field is one 
of the fastest growing segments. More particularly, we believe that digital 
computing and data handling systems, of which the tape mechanism is the heart, 
have exceptional growth potentials. Potter Instrument Co., Inc., is a pioneer 
in this dynamic field. The company possesses many basic patents and has made 
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substantial technical contributions to the art. The company, established 11 years 
ago, has a consistent record of good earnings and has made continuous progress, 
both technically and marketwise, and now stands on the threshold of a con- 
siderable expansion program, which could yield vastly improved earnings in a 
relatively short period of time. The company’s ability to capitalize on its 
extensive engineering capability has propelled it into a leading position com- 
petitively in the digital magnetic tape recording fiield. 

General Electrodynamics Corp. 

Total commitment, $400,000. 

$400,000 7-year 8-percent convertible debentures. 

Conversion rights, 47 percent of total common stock. 

The research department of our economic and technical consultant, Electronics 
Investment Management Corp., has conducted an extensive survey of all of the 
segments of the electronics industry. Two particular segments which exhibit 
exceptional opportunity are the fields of air and space traffic control and closed- 
circuit television. General Electrodynamics Corp. has unique technical com- 
petence in both of these fields. Its engineering abilities in the field of precision 
electron optics has earned for it a prime contract from the Federal Aeronautics 
Administration for scan converter tubes which are to be extensively employed in 
airways traffic control systems. These tubes convert radar displays into tele. 
visionlike pictures which reveal all moving aircraft within a controlled area. 
This initial application of the scan converter tube is only the forerunner of 
many new applications of this unique cathode ray system. We envision the 
adoption of this technique in data display systems, space and missile tracking 
and control, and transmission of industrial data of a wide variety. 

General Electrodynamics produces over 75 percent of all vidicon television 
camera tubes which are the heart of the closed-circuit television systems in use 
today. Ruggedized versions of these vidicon tubes are used in satellites to send 
television pictures to earth from outer space. The growth and expansion of 
closed-circuit television is limited only by man’s imagination. Educational in- 
stitutions have come to recognize the enormous value of utilizing closed-circuit 
television systems. Man’s vision has been extended beyond the range of human 
senses through closed-circuit television, and it is finding ever-increasing applica- 
tion throughout all phases of our economy. 

General Electrodynamic’s special ability, as a result of its research and devel- 
opment program in applying semiconductor techniques to electron optic devices, 
places this company in a leading position to capitalize upon this fast-growing 
segment of the electronics industry. 

Vega Electronics Corp. 

Total commitment, $300,000. 

$300,000 6-year 8-percent convertible debentures. 
Conversion rights, 68 percent of total common stock. 

During the past few years the storing of scientific information collected from 
missiles in flight and from outer space vehicles has become an enormous task. 
A whole new segment of the electronics industry has developed as a result of this 
tremendous need for data storage. Each day scientists have greater demands 
for accuracy, capacity, and facility in the handling of the gross amounts of com- 
plex scientific data. The market demand for instrument analog data storage 
devices has, during this past year, swiftly risen to in excess of $100 million, and 
is destined to go considerably higher during the next few years. We, at Elec- 
tronics Capital Corp., recognize the unusual need for an extremely reliable, 
reasonably priced precision electronic magnetic tape storage system. We also 
recognized that this type of instrument has a wide variety of applications beyond 
markets presently envisioned. 

Two of the outstanding pioneers and executives in this specialized field indi- 
cated a desire to create a company, with our financial and advisory support, to 
take advantage of this exceptional opportunity. Russell J. Tinkham and Walter 
C. Hironimus, both former executives of Ampex Corp., possess a wealth of 
management experience which made Vega Electronics possible. Vega Electronics 
is now in the process of developing a completely integrated line of analog data 
tape storage systems as well as a compatible line of electroacoustic products. 
Electronics Capital Corp. has worked closely with the founders of Vega Elec- 
tronies to set up what we believe will be a model electronics company organiza- 
tion. Electronics Capital Corp. has assisted in developing Vega’s overall finan- 
cial, technical, and marketing plan. We believe in the months and years that lie 
ahead, Vega Hlectronics will rapidly advance to a significant position in this 
new and exciting field. 
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Cain & Co. 

Total commitment, $400,000. 

$300,000 6-year 8-percent convertible debentures. 
$100,000 term loan. 

Conversion rights—45 percent of total common stock. 

One of the major problems facing the electronics industry today has been 
market communications. Electronics manufacturers producing proprietary 
products have made considerable strides, however, many have recognized one 
great weakness in their sales operation. This weakness, which has been a limit- 
jing factor in the orderly growth of electronics companies, is occasioned by the 
unwieldy method of regional representation now available to electronics com- 
panies. At the present time, it is not unusual for an electronics manufacturer 
to have as many as 15 separate representative organizations selling his products 
in 15 different regions of the United States. The attendant inefficiency, excessive 
costs, and lack of communications between territories has tended to impede the 
growth of many electronics companies. 

Cain & Co., the first nationwide sales engineering corporation, fulfills this need 
by providing an integrated sales and marketing program which serves all terri- 
tories for its individual clients. The reduction of sales costs, the improvement 
of communications between sales areas and the ability to sell products through 
one national sales organization, in our view, assures a bright future for Cain & Co, 

We envision that Cain & Co., through its ability to serve its clients over a wider 
territory, will eventually come to represent an important portion of electronics 
sales in the United States, and could thereby earn substantial profit for its serv- 
ices. A well financed, carefully thought out sales engineering organization will 
serve a vital need not only for Electronics Capital Corp.’s portfolio companies, 
but many other companies who manufacture compatible products. The Cain & 
Co, activity helps to implement further the group development concept long 
envisioned by the management of Electronics Capital Corp. 

Electronic Energy Conversion Corp. 

Total commitment, $1,250,000. 

$1,250,000 10-year 8 percent convertible debentures. 
Conversion rights, 60 percent of total common stock. 

We have come to recognize that the root to the growth of the electronics in- 
dustry lies in the basic conversion of energy from one source into another. In 
the imdustrial revolution experienced in the United States, we have found that 
the harnessing of raw power available to us through our natural resources such 
as moving water, fossil fuels, and, recently, atomic energy, has made possible 
the great strength of the American, and, for that matter, the world economy. 

The electronics age, which brought about the second industrial revolution in 
the United States, has also had to rely on the conversion of one power source into 
another. In electronics, however, we find that the conversion of energy is much 
more subtle and infinitely more sophisticated. Some power conversions come in- 
stantly to mind, such as the conversion of the sun’s energy into electricity, the 
direct conversion of chemical energy into electricity, and the direct conversion 
of atomic energy into electricity. But of much more importance is the conver- 
sion of electron energy through new and entirely different concepts. As the 
brain electrically controls the movement of our muscles, so electronic energy has 
begun to control the muscles and sinews of our industries. 

Electronic energy conversion will play an extremely vital role in man’s future. 
It is difficult to determine the ultimate potential market for electronic conversion 
equipment. Today, with the electronic energy conversion units presently in 
use, the market already exceeds $100 million and is still on the threshold com- 
pared to tomorrow’s potential in this field. 

Our research has revealed that, surprisingly enough, there is no dominant 
company in the electronic energy conversion field at the present time. Elec- 
tronic Energy Conversion Corp, was founded by Dr. Victor Wouk, one of the 
Nation’s leading authorities in the field of electronic energy conversion. Dr. 
Wouk, formerly vice president, research and engineering, for Raytheon Manu- 
facturing Co.’s Sorenson subsidy, has previously created private companies in 
this field. He was the founder of Beta Electric, a company which was merged 
into the Raytheon subsidiary. His unique scientific and management experience 
eminently qualifies him to head Electronic Energy Conversion Corp. 

We believe that Electronic Energy Conversion will be the first company in the 
industry to provide a comprehensive group of products covering all phases of this 
field. We envision that Electronic Energy will play an important role in this 
field and could account for a substantial portion of the total sales volume. 
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ELEGTRONIGS OAPITAL GORPORATION 
AND SUBSIDIARY COMPANY 
CONSOLIDATED: BALANCE: SHEET DECEMBER 3f;. {959 





ASSETS 
CURRENT) "ASSETS: 
Demand: deposits: ra aT hws Ail $ 34,961 
Investment, in U. S. Government: Securities — @0iG06?? 2.2886 15,374,207 
Receivable for interest . 125,727 
Other. receivables..: Ridsicles ‘ 6,337 
Prepaid” expenses: ME BLINN... ANH ARR RIAA EIA 2,151 
Direct loan costs — amortizable within one year ........ 1,992 
Total current assets ......................... aces eae $15,545,375 
INVESTMENTS 
Convertible debenture bonds at cost ........ anil ’ 1,030,000 
PROPERTY AND EQUIPMENT: 
Oifies  futaitore: . 0 o6..2. iis... bs diate ees som 13,968 
Leasehold improvements ........ ett bE STI te ; 3,695 
17,663 
Less: Accumulated depreciation and amortization ......... 1,253 16,410 
OTHER ASSETS: 
Organization expense — net of amortization (Note B) 102,534 
i 425 
Direct loan costs — - omettizable subsequent to one yea: ... 14,738 117,697 
$16,709,482 
LIABILITIES AND SHAREHOLDERS’ EQUITY 
CURRENT LIABILITIES: 
Accounts payable and accrued expenses . eas 67,144 
Taxes (other than taxes on income) 6,734 
Taxes on income ...... nee F pote 67,981 
Total current liabilities aiden amceieh orgs $ 141,859 
SHAREHOLDERS’ EQUITY: 
Capital stock — 
Authorized — 2,500,000 shares por value of $1.00 
Issued and outstanding — 1,837,389 shares ......... 1,837,389 
ES Se stat stimaielie dcecehes Kecsissasneinics sa a nae 
Earned surplus é i seailha tai cteshisk ' 31,119 
Total shareholders’ equity . baa rah seas 16,567,623 
$16,709,482 


Consolidated Statement of Earnings 
For the Period of Six Months Ended December 31, 1959 


INCOME: 
Income from interest $ 371,803 
Income — management fees and other 15,778 
Total income $ 387,581 
EXPENSES: (Note A) 
Management services 80,673 
Audit services 6,505 
Officers’ salaries 15,000 
Other salaries and wages 39,487 
Selling and outside expenses 32,120 
Directors’ fees and expenses 3,966 
Custodian and transfer agent fees 14,709 
Taxes (other than taxes on income) 6,198 
Amortization of organization expenses 2,625 
Miscellaneous other expenses 47,196 
Total expenses 248,479 
Net earnings before provision for income toxes 139,102 
Provision for income taxes 67 ,962 


Net earnings for the period $ 71,140 
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PORTFOLIO OF INVESTMENTS —- December 31, 1959 


J Principol 
Convertible Debenture Bonds Commitments':? Amount 
Gerald A. Cain Co., Inc. - Purchased 


8% — 12/15/65 $ 400,000 $ 50,000 
General Electrodynamics Corp. — 
8% — 11/17/66 400,000 200,000 
Potter Instrument Co., Inc. — 
8% — 10/16/69 1,000,000 750,000 
Vega Electronics Corp, - 
8% — 12/7/66 300,000 30,000 
Electronic Energy Conversion 
Corporation — 8% — 1/15/70! 1,250,000 

Total Convertible Debenture Bonds $3,350,000 $1,030,000 

U.S. Government Securities 

U.S. Treasury bills 1/7/60 $ 400,000 
U.S. Treasury bills — 1/14/60 400,000 
U.S. Treasury bills — 2/4/60 400,000 
U.S. Treasury bills — 7/15/60 4,850,000 
U.S. Treasury tax anticipation bills 
3/22/60 4,500,000 


U.S. Treasury notes — 434% — 8/15/60 5,000,000 
Total U.S. Government Securities $15,550,000 
Total portfolio of investments $16,580,000 


Cost 


$ 50,000 
200,000 
750,000 

30,000 


$1,030,000 


$ 399,703 
399,417 

398 ,437 
4,720,425 


4,456,225 
5,000,000 


$15,374,207 
$16,404,207 


55 


Market ‘) 


. 


$ 50,000 
200,000 
750,000 

30,000 


$1,030,000 


$ 399,703 
399,417 

398 ,437 
4,720,425 


4,456,225 
4,964,000 


$15,338,207 
$16,368,207 


‘)} Market values of U.S. Treasury bills and U.S. Treasury tax anticipation bills were determined 
on the basis of the yield on December 31, 1959, whereas the value of U.S. Treasury notes was 
based on the mean between closing bid and asked prices on December 31, 1959. The convertible 
Debenture Bonds listed have no quoted market value, and market values have been shown at 


cost value. 


‘2 The Corporation has firm commitments to purchase debentures and notes in the amount indicated 
on an incremental] basis conditioned upon the performance and requirements of the issuers. 


® $150,000 of debentures, first increment purchased 1/15/60. 


STATEMENT OF CONSOLIDATED SURPLUS 


PAID IN SURPLUS: 
Balance of June 30, 1959 and December 31, 1959 


EARNED SURPLUS: 
Balance at June 30, 1959 
Net earnings for the period of six months 
ended December 31, 1959 
Net loss on Sale of Government Bonds for the 
period of six months ended December 31, 1959 


Balance at end of period 


Schedule of Net Realized Gain (Loss) on Government Bonds 
For the Period of Six Months Ended December 31, 1959 


Proceeds from sale of U.S. Government obligations 
Less: Cost 


Net realized gain (loss) on investments 


Summary of Assets Based on Fair Market, December 31, 1959 


Gross Assets 

Current liabilities 

Net assets 

Shares of capital stock outstanding 
Net assets per share 


(Reference accompanying notes) 


$14,699,115 


$ 3,590 
71,140 


(43,611) 
$ 31,119 


$17,389,316 
17,432,927 


$ (43,611) 


Market 
$16,673,482 
141,859 
$16,531,623 
1,837,389 
$ 9.00 
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Net Changes in Portfolio of Investments 
For the Period of Six Months Ended December 31, 1959 


Owned 
Purchases Par Value 12/31/59 
U.S. Government obligations 
U.S. Treasury bills — 12/3/59 $1,200,000 g - 
U.S. Treasury bills — 1/7/60 i 400,000 400,000 
U.S. Treasury bills — 1/14/60 400,000 400,000 
U.S: Treasury bills — 2/4/60 . 400,000 400,000 
U.S. Treasury bills — 7/15/60 ; 4,850,000 4,850,000 
U.S. Treasury certificate of indebtedness — 
13%e% — 8/1/59... ‘ 5,000,000 ~ 
U.S. Treasury tax anticipation bills — 3/22 /60... f 4,500,000 4,500,000 
U.S. Treasury notes — 434% — 8/15/60......... 5,000,000 5,000,000 


Convertible debenture bonds 


Gerald A. Cain Co., Inc. — 8% — 12/15/65 50,000 50,000 
Genera! Electrodynamics Corp. — 8% — 11/17/66. 200,000 200,000 
Potter Instrument Co., Inc. — 8% — 10/16/69 ; 750,000 750,000 
Vego Electronics Corp. — 8% — 12/7/66 30,000 30,000 
Sales 
U.S. Government obligations 
U.S. Treasury bills — 8/6/59 ; 1,000,000 - 
U.S. Treasury bills — 9/3/59 : 1,000,000 
U.S. Treasury bills — 12/3/59 : ; 1,200,000 
U.S. Treasury certificate of indebtedness — 
154e% — 8/1/59... ' 5,000,000 ~ 

Federal Home Loan Bank — 3.80% — 1/15/60... ; 2,000,000 — 
Federal Home Loan Bank — 4%% — 2/15/60...... 2,500,000 - 
federal National Mortgage Association notes — 

42% — 3/10/60 950,000 ~ 
Federal National Mortgage Association notes — 

3%e% — 8/23/60... ; 5,000,000 - 
Federal International Credit Bank debenture — 

4.45% — 4/4/60... ; cal dada 3,850,000 - 


NOTES TO FINANCIAL STATEMENTS 


NOTE A 


On December 29, 1959, a wholly-owned subsidiary, Electronics Corporate Advisers, Incorporoted, @ 
Delaware Corporation, was formed to provide corporate advice and company analysis for the Cor- 
poration’s clients. 

Electronics Investment Management Corporation (E.1.M.C.), San Diego, California is the technical 
economic and statistical consultant to Electronics Capital Corporation (E.C.C.). Charles E. Salik, San 
Diego, California, is president and chairman of the Board of Directors of E.C.C. and E.1.M.C. Charles 
E. Salik owns 15,556 shares of E.C.C. and owns 100% of the stock of E.1.M.C. Neil H. Jacoby, @ 
director of E.C.C. is an economic consultant to E.1.M.C. 

E.1.M.C. is reimbursed monthly in the sum of 1/12 of 1% of that portion of E.C.C.’s total assets 
which does not exceed fifteen million dollars, 1/16 of 1% of that portion in excess of fifteen million 
dollars but does not exceed twenty-five million dollars, and 1/24 of 1% of that portion of its total 
assets in excess of twenty-five million dollars. 

Expenses for the period of six months ended December 31, 1959, include remuneration by the Cor- 
poration to those who were affiliated persons within the meaning of the Investment Company Act of 
1940 as follows: 


Electronics Investment Management Corporation, controlled by a director — 


fees for management services oh acta aesncancell on Cembartoiee sind iadis $ 80,673 
Bernard Koteen, a director — fees for legal services in connection with the Genanen’ s 

investment in convertible debenture bonds of $7,500, and director’s fees, $200... / 7,700 
Richard T. Silberman, a director — officer’s salary, $15,000 (no director’s fees).... 15,000 


Charles E. Salik, o director — President of the Company has waived his salary for the 
first year of operation and all fees as a director ; va : ical - 


Other directors — directors’ fees ; in Mo 2,000 


$105,373 


NOTE B 


Organization expenses are being amortized over a period of 20 years on a straight line basis. 


(Reference accompanying notes) 
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ELECTRONICS CAPITAL CORP. 
PROPOSED BAD DEBTS REGULATIONS FOR SMALL BUSINESS INVESTMENT COMPANIES 


Small business investment companies may elect to use either the specific 
chargeoff method for deducting bad debts or the reserve method of deducting 
each year a reasonable addition to bad debts. 

If the reserve method is used the amount that may be deducted by the tax- 
payer should be limited to the lesser of— : 

(1) The taxable income for the year computed without the deduction for 
the addition to the reserve, or 
(2) The amount by which 18 percent of the total debentures and straight 
loans exceed the surplus, and undivided profits at the beginning of the 
taxable year. 
Examples 


(1) Total loans and debentures at close of year $2 million. Surplus and un- 
divided profits at beginning of year $100,000, taxable income computed without 
allowance for bad debts for the year $250,000. The allowable deduction is com- 
puted as follows: 


Taxable income computed without allowance to addition to reserve_._. $250, 000 
18 percent of loans and debentures at end of year_------~---.------ 360, 000 
Less surplus and undivided profits at beginning of year___---------_ 150, 000 


Allowable deductions for reasonable addition to bad debt re- 
a ia an i oe ad Sia ea ati aaa a 210, 000 
(2) Total loans and debentures at close of year $8 million. Surplus and un- 
divided profits at beginning of year $200,000. Taxable income computed with- 
out allowance for bad debts for the year $300,000. The allowable deduction 
is computed as follows: 


Taxable income computed without allowance to addition to reserve__. $300, 000 


18 percent of loans and debentures at end of year__---------------- 1, 280, 000 
Less surplus and undivided profits at beginning of year_-__--_-__-_- 200, 000 

ROO de ert ba en ee ing pes eta mead 1, 080, 000 
Allowable deduction for reasonable addition to bad debt reserves__._™_ 300, 000 


The Crarrman. Let me ask if any of our other witnesses—Mr. 
Morgan, Mr. Harris, Mr. Lane, Mr. Hall, Mr. Scurlock—have com- 


mitments, train or plane reservations, that will prevent your being 
here this afternoon ? 


If not, I think we shall recess the hearings at this time until 2:30 
this afternoon. 
If you gentlemen will be back at 2:30, we shall appreciate it. 
(Whereupon, at 12:30 p.m., the hearing was recessed, to reconvene 
at 2:30 p.m.) 
AFTERNOON SESSION 


The Cuarrman. The committee will come to order, please. I think 
we had better get started because we may have some rollcalls that will 
interfere with our hearings, so I want us to move along just as speed- 
ily as we can, without sacrificing any real purpose. 

{ will call Mr. W. Gibson Harris, secretary of the Small Business 
Investment Co. of Virginia, Richmond, Va. 

Mr. Harris, you have a prepared paper, I believe? I wonder if you 


could give us the high spots of it and discuss the situation as you see 
it. 


52107—60—_5 
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STATEMENT OF W. GIBSON HARRIS, SECRETARY AND GENERAL 
COUNSEL, SMALL BUSINESS INVESTMENT CO. OF VIRGINIA, 
RICHMOND, VA. 


Mr. Harris. I shall certainly try to do that, Senator. We appreci- 
ate the opportunity of being here and to tell you of our experience, 
both as a proponent and a licensee. 

My name is W. Gibson Harris, Mutual Building, Richmond, Va., 
and I am appearing here as secretary and general counsel of the Small 
Business Investment Co. of Virginia, which has capital of just under 
$380,000, all supplied from private sources, and which holds a license 
from the SBA for operations throughout the State of Virginia. 

The time consumed in obtaining our license was 544 months, But 
we find no fault whatsoever with that because a lot of that time was 
occasioned by a change in our plans. 

Our company started out to be formed by a small group of Rich- 
mond businessmen, and midway in stream, so to speak, we added to 
our group the four largest banks in Richmond, the largest bank in 
Norfolk, Va., and the Norfolk & Western Railroad, and it was because 
of that delay, which was purely on our side of the fence, that it took, 
finally, 514 months. 

We found the officials of the SBA at all times most helpful and 
cooperative, and we particularly appreciated the guidance of the chief 
of the investment division of SBA’s regional office in Richmond, Mr. 
S. B. Pearson. 

Our only difficulty with the SBA was a technical one involving the 
terms of our preferred stock, which I will not go into, but which we 
cleared up satisfactorily. 

The objectives of our company are simply these: This company is 
primarily interested in equity financing. It was organized for profit 
was intended to operate throughout Virginia, and did not expect to 
concentrate its investments in any particular industry. 

This company believes that its principal function is to provide the 
equity capital that will enable a small business to pass oom the 
intermediate stage of growth between a closed or family corporation 
and a public offering. 

Since receiving its license, this company has received approximately 
100 inquiries, of which about 20 have matured into applications that 
have already been reviewed; and additional applications are being 
processed. All fields of endeavor—manufacturing, wholesaling, and 
retailing—have been represented. For various reasons (including 
our inability under the existing statute, discussed in paragraph 4(c) 
and 4(d) below, to furnish capital in the form best suited to the ap- 
plicant’s needs) we have not as yet made any commitments. 

Capital requirements: No public issue now contemplated. We 
have found that the vast majority of small business applicants are 
looking for loans and are reluctant to permit even a minority partici- 
pation in management, although what they really need is permanent 
or semipermanent financing, which by definition is equity capital. It 
also appears that far more man-hours will be required than we origi- 
nally contemplated in finding small business investment opportunities, 
in educating desirable applicants in the fundamentals of internal 
finance and in furnishing them not only with the necessary equity 
capital but also with experienced financial guidance. 





AL 
IA, 


Cle 
Ce, 


all 
der 
nse 


Sut 


vas 
ch- 
| to 
0k, 
and 


nief 


the 
1 we 


y is 
rofit 


SMALL BUSINESS INVESTMENT ACT—1960 59 


In the words of one of the gentlemen who testified this morning: 


This program doesn’t sell itself. We are convinced that you have to go out 
just like any other business endeavor and sell what you have to offer. 

To do this we will need a larger permanent staff in the near future. 
This will require a minimum annual budget of about $50,000- 
$60,000—which, in turn, will require a minimum capital of about $1 
million to assure this amount of Income. We are not yet in a position 
to determine exactly how much in additional funds we will need and 
whether we will want to raise them publicly or privately. 

Passing on now to the subject of what changes we believe are de- 
sirable to be made in the law, we do think that there are a number 
of changes which would provide a tremendous stimulus, and some that 
are absolutely essential. 

The first of these is the statutory tax deductible loss reserve similar 
tothat now granted savings and loan associations. 

We know we are not smart enough and we do not believe anyone 
is smart enough to avoid all losses, and this type of reserve would 
cushion the blows which any SBIC must be prepared to receive. 

Further, we believe that the basis for such a reserve should be re- 
lated to total outstanding investments and loans rather than total de- 

osits. 

We also believe that SBIC should be permitted to participate in 
regular SBA loans under section 7 of the SBA Act. 

Although, as a matter of fact, we ourselves are not particularly in- 
terested in doing that, because of our major interests being in equity 
financing, we are convinced that in order for the program to be suc- 
cessful, the law should permit maximum flexibility. 

Now, I would like to come to the most important thing that I have 
to say here today, from our standpoint. 

We strongly urge amendment of section 304 of the act to permit 
a SBIC to provide a source of equity capital in such manner and un- 
der such terms as the SBIC may fix, with the approval of SBA, just 
as the Proxmire bill so states. 

We feel, Mr. Chairman, very strongly on this. We have had oc- 
casion to do—make some investments, which we have not been able 
to get together with the Small Business on the terms of for the reason 
that we did not have the right, under the present law, to make loans, 
to lend him money, and also obtain warrants, and that, we feel, is the 
strongest of anything we could recommend. 

We feel we must have a full range of financial tools to do the job 
and to carry out the objectives of the law. 

As I have stated, we believe that we must have additional capital in 
order to provide the income to carry the additional expenses that are 
necessary. 

Nevertheless, as presently written, 302(a) of the act encourages the 
formation of companies with exactly $300,000 in capital. This is for 
the reason that leverage is always an attractive feature in things of 
this kind, and every dollar which the proponents raise privately in 
excess of $150,000 serves to reduce the leverage. 

The present certificate required by SBA that additional funds are 
unavailable is to us entirely meaningless. 

_To encourage the raising of the funds privately, and, at the same 
time to encourage the formation of adequately capitalized SBIC’s, 
we recommend the following amendments: 
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First, that section 302(a) be amended so that SBA is authorized to 
purchase the subordinated debentures of an SBIC in an amount equal 
to that subscribed privately, subject to the overall limitation that SBA 
not provide more than $1 million to anyone. 

Second, that 303(b) be amended so as to permit, in addition to the 
present statutory ratio of Government loans, additional 303 loans to 
the extent that any SBIC has not taken advantage of 302(a). 

We believe that the present law penalizes in this way those SBIC’s 
that operate with all private capital. 

We also believe that there should not be any specific requirement 
that section 303 loans be secured, and we were delighted to hear the 
gentleman from SBA this morning testify in agreement with that. 

We also feel strongly that permission to grant restricted stock op- 
tions, as well as other customary forms of executive compensation, 
should be granted to SBIC’s. 

I was very interested to listen to the discussion on that point this 
morning, but. we would like to emphasize that the reason we want to do 
this is that we haven’t got the cash to pay the top talent that we want, 
and that we need what they can command. It is not a question of high 
principles, but it is just a question of lack of cash. It is the only way 
we can attract the top men that we must have. 

Finally, we believe that there are three amendments to the Internal 
Revenue Code which would be most helpful in carrying out the 
program. 

The first of these is that a small business should not lose its eligi- 
bility for subchapter S treatment because an SBIC becomes a stock- 
holder or because an SBIC requires the creation of a special class of 
stock in order to be assured of liquidating its position. 

We have found that some of our possible clients have backed off 
when they found that if we did make an investment with them they 
would no longer be able to elect to be treated under subchapter S. 

Secondly, we believe that SBIC’s should be exempted from the 
existing exemption in section 542(c), which is so narrow that it will 
severely deprive many small businessmen, particularly in small towns 
and rural communities, of the benefits of the act. 

The third amendment of this type which we would propose is that 
the Internal Revenue Code be amended to permit passing through of 
capital gains to the stockholders of the SBIC, as provided in section 
852 of the Internal Revenue Code in the case of regulated investment 
companies. All the reasons for this treatment that exist in the case 
of such other companies seem to us to apply with equal strength to an 
SBIC. 

In conclusion, I might say that we feel that the whole concept of an 
SBIC has now been tested and found valid. 

With changes in the law of a character we have discussed here, and 
with the additional capital that we have found feasible, the Small 
Business Investment Co. of Virginia believes that it can promote 
both the objectives of the act and the interests of its stockholders. 

Thank you. 

The Carman, Thank you very much, Mr. Harris. 

By the way, your company’s statement will be carried in full in the 
record; you understand that. 

Mr. Harris. I appreciate that, sir. 
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(The prepared statement referred to follows:) 
STATEMENT OF SMALL BUSINESS INVESTMENT CO. OF VIRGINIA 


In response to the request received from the chairman of the committee, this 
company submits the following statement : 

1. Time consumed in obtaining license—The original proponents of this com- 
pany, principally a small group of Richmond businessmen, submitted a proposal 
on February 4, 1959, and the Small Business Administration (SBA) issued its 
notice to proceed on certain terms and conditions on April 9, 1959. However, 
after the original proposal was filed, the four largest banks in Richmond, Va., 
the largest bank in Norfolk, Va., and the Norfolk & Western Railway joined the 
original proponents. This development caused some delay and amendments to 
the proposal were not completed until July 6, 1959. On July 14, 1959, SBA is- 
sued a notice of additional modifications required and this company’s license 
(No. 040008) was issued on July 29, 1959. 

The preparation of the proposal was a difficult and time-consuming task which 
required the proponents to furnish and SBA to approve workable blue prints 
for a new and involved form of business enterprise. This was especially true 
in cases such as ours invelving proposals submitted at an early stage in the 
program. SBA’s requirements did, and we believe should continue to, compel 
the proponents to come to grips with the problems which they must face and 
this required and should continue to require careful planning and thought. We 
want to add that SBA officials were most helpful and cooperative; and we par- 
ticularly want to express our appreciation for the guidance we have received 
from Mr. S. B. Pearson, chief of the investment division of SBA’s regional office 
in Richmond, Va. 

The principal difficulty this company encouutered wus technical, involving 
the terms of our preferrd stock. We believe that we were the first licensed 
company to include preferred stock as a part of our capitalization. SBA re- 
quired us to provide protective features for the preferred stockholders (such as 
cumulative dividends, representation on the board, and a minimum 133 percent 
asset Coverage) which the proponents did not believe were necessary since the 
common and preferred shares were held by the same people. This company was 
not subject to the jurisdiction of the SEC and the provisions with respect to the 
preferred stock required by SBA were reiminiscent of, but less stringent than, the 
SEC’s rules governing regulated investment companies. 

2. Objectives of this company and experience since obtaining license——This 
company is primarily interested in equity financing. It was organized for 
profit, was intended to operate throughout Virginia and did not expect to con- 
centrate its investments in any particular industry. This company believes 
that its principal function is to provide the equity capital that will enable a 
small business to pass through the intermediate state of growth between a 
closed or family corporation and a public offering. 

Since receiving its license, this company has received approximately 100 in- 
quiries, of which about 20 have matured into applications that have already 
been reviewed; and additional applications are being processed. (All fields of 
endeavor—manufacturing, wholesaling, and retailing—have been represented. 
For various reasons (including our inability under the existing statute, dis- 
cussed in paragraph 4(c) and 4(d) below, to furnish capital in the form best 
suited to the applicants needs) we have not as yet made any commitments. 

3. Capital requirements: No public issue now contemplated.—We have found 
that the vast majority of small business applicants are looking for loans and 
are reluctant to permit even a minority participation in management although 
what they really need is permanent or semipermanent financing, which by 
definition is equity capital. It also appears that far more man-hours will be 
required than we originally contemplated in finding small business investment 
opportunities, in educating desirable applicants in the fundamentals of internal 
finance and in furnishing them not only with the necessary equity capital but 
also with experienced financial guidance. 

To do this we will need a larger permanent staff in the near future. This 
will require a minimum annual budget of about $50,000 to $60,000 which in 
turn will require a minimum capital of about $1 million to assure this amount 
of income. We are not yet in a position to determine exactly how much in 
additional funds we will need and whether we will want to raise them publicly 
or privately. 
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4. Suggested changes in the law.—We believe that the changes in the law 
discussed below would be a tremendous stimulus to small business investment 
companies (SBIC’s). 

(a) A statutory tax-deductible loss reserve similar to that now granted 
Savings and loan associations would help to cushion the blows which any SBIC 
must be prepared to receive from time to time. However, we believe that the 
basis for such a reserve should be related to total outstanding investments and 
loans rather than total deposits. Such a provision may be even more impor- 
tant to SBIC’s than to savings and loan associations since each bad debt will 
normally involve a proportionately larger loss to the SBIC. An incidenta] 
benefit would be the elimination of controversies over the year in which a debt 
becomes worthless in whole or in part, a frequent source of tax litigation which 
appears without benefit to either the Government or the business involved. 

(b) SBIC’s should be permitted to participate in regular SBA loans under 
section 7 of the SBA Act. Although we are primarily interested in furnishing 
equity capital, we are convinced that in order for the program to be successful, 
the law should permit maximum flexibility. Such participation appears to be 
in the best interest of both SBA and the SBIC’s. 

(c) and (d@) We strongly urge amendment of the act so as to: (1) to permit 
SBIOC’s to make any form of equity investment in small businesses without 
limitation to convertible debentures; (2) to eliminate the prohibition against 
eollateralizing convertible debentures; (3) to eliminate the requirements that 
convertible debentures be callable by the issuer; and (4) to permit equity or 
participating investments in unincorporated businesses. 

(1) We believe that it is essential to the success of the program to equip 
the SBIC’s with a full range of financial tools. This will make it possible 
to make investments more attractive both to the small business and to the 
SBIC. Thus, it has been our experience that if this company were able 
to issue secured debentures with attached warrants to buy common stock, 
it would be able to grant far more generous terms to small business appli- 
cants and to require a lesser proportion of participating and voting stock. 

(2) The prohibition against securing debentures apparently now prevents 
SBIC’s from requiring such customary terms of a financing as keyman 
insurance (a particularly important provision in the case of small family 
corporations) ; the establishment of sinking funds; and from insisting upon 
the subordination of a small business’ outstanding loans to its own stock- 
holders to loans by the SBIC. 

(3) The call feature in section 304(b) which has been interpreted by 
regulation (sec. 107.1006) to permit partial calls of not less than $1,000 
should be eliminated to prevent nibbling away at potential profits after 
the SBIC has taken the initial investment risks. 

(4) All of the foregoing salutary changes are made by 8. 2611 which 
also eliminates the requirement that small businessses in which SBIC’s 
invest must buy SBIC stock. We strongly recommend an additional amend- 
ment which will enable SBIC’s to acquire equity or participating interests 
in all types of small businesses such as limited and general partnerships 
and sole proprietorships. Section 304 as revised states that it is “the 
function of each small business investment company to provide a source of 
equity capital for incorporated small business concerns * * *.” [Italic 
supplied.] We urge an amendment to make it clear that capital may be 
furnished on an equity or participating basis to any small business whether 
or not it be incorporated. We believe this is particularly desirable since 
tax considerations may prevent an unincorporated business from incorporat- 
ing unless the Internal Revenue Code is amended as suggested in (h) below. 

(e) As outlined in (3) above, on the basis of our experience, we believe a 
substantial budget and ample liquid capital to be essential in order that an SBIC 
may function efficiently ; and to carry such a budget and maintain the necessary 
liquid capital, capital substantially in excess of the $300,000 minimum required 
by the act is needed. Nevertheless, as presently written, section 302(a) of the 
act encourages the formation of companies with exactly $300,000 in capital since 
leverage is always an attractive feature in investments of this kind and every 
dollar which the proponents raise privately in excess of $150,000 serves to reduce 
the leverage. 

To encourage the raising of funds privately and at the same time to encour- 
age the formation of adequately capitalized SBIC’s, we recommend the follow- 
ing amendments to the act: 
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(1) That section 302(a) be amended so that SBA is authorized to pur- 
chase the subordinated debentures of an SBIC in an amount equal to that 
subscribed privately, subject to the overall limitation that SBA not provide 
more than $1 million. 

(2) That section 303(b) be amended so as to permit, in addition to the 
present statutory ratio of Government loans, additional section 303 loans 
to the extent that any SBIC has not taken advantage of section 302(a). 

We believe the foregoing is preferable to a blanket increase in the present 
statutory ratio of section 303(b) loans from 50 to 100 percent. However, 
in view of need for liquidity and leverage to stimulate the program, we 
believe that such an increase is desirable if the suggested amendment is 
not passed. 

(f) In the interest of maintaining liquidity, we do not think there should be 
any specific requirement that section 303 loans be secured, but rather that each 
request for a loan under section 303 be handled on its merits. However, no 
security should be required for loans to the extent an SBIC has not taken 
advantage of section 302(a). 

(g) Permission to grant restricted stock options as well as any other custom- 
ary forms of executive compensation should be granted to SBIC’s. Unusually 
competent and experienced management is essential for the success of an SBIC 
and incentive and participating compensation must be available to enable SBIC’s 
to compete for the caliber of persons required. 

(h) Finally, we believe that the adoption of the following three amendments 
to the Internal Revenue Code would be most helpful to the program: 

(1) A small business should not lose its eligibility for subchapter “S” 
treatment because an SBIC becomes a stockholder, or because an SBIC re- 
quires the creation of a special class of stock in order to be assured of 
liquidating its position. Both subchapter “S” and the act were enacted to 
help small businesses and we believe that it would be generally beneficial 
if paragraph (a) of section 1871 were amended so as to include within 
the definition of a small business corporation eligible for subchapter “S” 
treatment a corporation 
“which does not— 

(2) have as a shareholder a person (other than an estate) who is not 
an individual or which is not a small business investment company operat- 
ing under the Small Business Investment Act of 1958; 

**(4) have more than one class of stock, exclusive of any class of stock held 
by @ small business investment company operating under the Small Business 
Investment Act of 1958;”. [Proposed amendment italicized.] 

(2) The exemption from personal holding company status now provided 
for SBIC’s in section 542(c) of the Internal Revenue Code should be 
broadened so that the exception (provided in paragraph 11) shall not apply 
only if any shareholder owning 10 percent or more in value or 10 percent or 
more of the voting stock of the small business investment company owns at 
any time during the taxable year directly or indirectly (including in the case 
of an individual ownership by the members of his family as defined in sec. 
544(a)(2)) a 10 percent or more proprietary interest in a small business 
concern to which funds are provided by the investment company or 10 
percent or more in value of the outstanding stock of such concern. 

The existing exemption does “not apply if any shareholder of the small 
business investment company owns at any time during the tawable year 
directly or indirectly (including, in the case of an individual, ownership by 
members of his family as defined in sec. 544(a)(2)) a 5 percent or more 
proprietary interest in a small business concern to which funds are 
provided by the investment company or 5 percent or more in value of the 
outstanding stock of such concern.” [Italie supplied.] 

In many areas, particularly in smaller cities and rural communities, some 
of the persons “directly or indirectly” owning SBIC stock will be among the 
small businessmen whom the act is designed to help. Unless section 542(c) 
(11) is liberalized, such help could not be granted without loss of the per- 
sonal holding company exemption no matter how small the interest of the 
small businessman in the SBIC might be. We believe that the amendment 
oT should provide the necessary relief without opening the way to 
abuse. 

(8) The Internal Revenue Code should also be amended to permit passing 
through capital gains to stockholders of the SBIC as provided in section 
852 of the Internal Revenue Code in the case of regulated investment com- 
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panies. All of the reasons for this treatment that exists in the case of such 
other companies apply with equal strength to SBIC’s. 
Respectfully submitted. 
SMALL BusINESS INVESTMENT Co. OF VIRGINIA, 
ARTHUR S. BrRINKLEY, Jr., President. 

The Cuatrman. Mr. Stults? 

Mr. Srutts. I have no questions. 

The Cuatrman. Mr. Ansberry 4 

Mr. Anssperry. Mr. Harris, with respect to this preferred stock 
problem which you testified about. This is based entirely upon an 
SBA regulation, is it not? 

Mr. Harris. Some of our difficulties stem from the fact that at that 
time there were no published regulations on the point. 

Mr. Ansperry. But the regulations, as I understand it, are without 
specific basis in the act. 

Mr. Harris. Well, there were no regulations on it when we dealt 
with it, sir. 

Mr. Ansperry. I see. 

With respect to the amount of tax-deductible reserves, do you have 
any recommendation as to the amount which ought to be allowed ? 

Mr. Harris. No, sir; we do not. We feel there are others who have 
had more experience than we. 

Mr. Ansperry. That is all. Thank you. 

The Cuarrman. Any other questions? 

Mr. Carnoun. No questions. 

The Cuarrman. Thank you very much, Mr. Harris. 

Mr. Harrts. Thank you, sir. 

The Carman. Mr. Arthur P. Morgan, vice president, Empire 
Small Business Investment Co. 

Mr. Morgan, we have your statement, and it will be printed in full 
in the record. 

Mr. Morean. Thank you. 

The Cuatrman. Will you identify yourself for the record ? 


STATEMENT OF ARTHUR P. MORGAN, VICE PRESIDENT, EMPIRE 
SMALL BUSINESS INVESTMENT CO., INC., NEW YORK, N.Y.; 
ACCOMPANIED BY ROBERT A. HACK, COUNSEL 


Mr. Morean. Mr. Chairman, I am Arthur P. Morgan, vice presi- 
dent of the Empire Small Business Investment Co., of New York 
City, and this is Mr. Robert A. Hack of New York, legal counsel to 
our small business investment company. 

In the interest of time, Mr. Chairman, I would like to turn directly 
to page 4 of my testimony, and I would like to say that, in general, my 
testimony follows in categorical order the questions asked me in your 
letter requesting us to testify here today. 

We feel that the most important feature of the Small Business 
Investment Act which should be amended applies to the terms of 
section 304 contained in S. 2611, I believe it is, which is now before 
the Congress. 

We have found in the reasonably short time that we have been 
operating our small business investment company that the greatest 
deterrent to putting out funds is the fact that we are limited by regula- 
tion to either making a Joan or a convertible debenture or, perhaps, a 
combination of the two. 
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We have been down before the Committee on Banking and Cur- 
rency—we came down last fall—before the Subcommittee on Small 
Business—Mr,. Roesler and Mr. Loeb from our company testified at 
length on amendments to section 304, and I would like to take a few 
minutes just to read verbatim what was said at that time. I am quot- 
ing here from Mr. Roesler’s testimony : 

An investor supplying venture capital normally is interested in a return of his 
capital with interest and, if his judgment is vindicated, a right to profit through 
the purchase of a portion of the equity. The convertibility debenture provided 
by the act fails to meet these requirements. Theoretically the investor can 
choose either to take a return of his capital or to invest in the equity of a small 
business concern. In practice he may involuntarily be forced through call to 
convert his investment into unmarketable common shares which may effec- 
tively tie up his total investment for the unforeseeable future. 

The convertible debenture has been used by large, well-established businesses 
and the offer of convertible debentures by a small business which has no market 
for its common shares cannot compete in the financial markets with the con- 
vertible debentures of large listed corporations. 

Furthermore, if conversion is forced by the borrower, the amount loaned by 
the small business investment company through the use of a convertible deben- 
ture cannot be recaptured for relending, which has the practical effect of putting 
the small business investment company out of business once it has made loans 
up to the amount of its capitalization. 

In other words, gentlemen, we feel in order to do a good job and to 

ut money out most advantageously for our company and for the 
iieimer, we should be allowed as much flexibility as exists to make 
whatever type of investment we feel may be necessary and can be 
negotiated with the borrower under the circumstances. 

This avoids two things: 

It avoids, first, locking us into an investment and tying up our 
available investment funds; and, secondly, it provides us with, let us 
say, an approach to the prospective borrower who, in most circum- 
stances, is very reluctant to give up equity in his business. 

If we can make him a loan, for example, and take warrants to buy 
common stock or options to buy common stock, we are in a much 
happier position vis-a-vis the borrower than if we automatically con- 
vert into a portion of his equity. 

Mr. Srvutts. Is this because you put off that day for buying 

Mr. Morean. I think more, if our judgment is vindicated, we get 
our money back, and a chance to benefit from the participation in the 
growth of his company when we took the initial risk. 

We have found when you go to a man, and say, “I want to take a 
convertible debenture in your company,” very often you spend a great 
deal of time, and it is very hard to explain to him ie ins and outs of 
what a convertible debenture is, how it works, what it is, and what is 
going to happen to him; whereas he can understand if you are going 
to say, “I would like to lend you some money and I would like to 
have the right to participate in the growth of your company, to par- 
ticipate in your common stock.” He understands that language; 
whereas a convertible debenture is a somewhat sophisticated form of 
statement which most small businessmen do not have contact with. 

Mr. Struts. Have you found, Mr. Morgan, specifically that there 
are small businessmen who wouldn’t like Empire Trust and Loeb, 
Rhodes & Co. as partners or shareholders in their small businesses ? 

Mr. Morean. No, because I would say that we have already made 
two investments under which circumstances that could happen. 
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Mr. Strutrs. This does, for a typical small businessman, as the pre- 
ceding witness pointed out, get him from a closely held situation into 
more nearly a public market for his securities in his own company; 
isn’t that true? 

Mr. Morean. That is correct. 

Mr. Sruxrs. And when he has contracts with a company such as 
your own, which does have both the banking and the investment 
banking background, he has a real advantage insofar as public de- 
mand for his stock is concerned. 

Mr. Morean. Right. 

Turn back to the first page of the testimony, and I would just 
like to cover the points very quickly in regard to obtaining our license. 
We had no trouble whatsoever in that; any of the delays that occurred, 
if there were delays, were entirely our own fault, internal matters of 
our own company. 

Since we obtained our license we have received application for 
about $3 million worth of financing. 

As I point out in our testimony, we have actually made one invest- 
ment of $250,000, and are closing another one this week on half a 
million dollars, or 20 percent of our capital and surplus. We are not 
contemplating a public offering, either now or in the future. 

With regard to the tax-deductible loss reserves, I would say that in 
general we are in favor of that as a prudent business practice which 
you would find in practically any type of business, manufacturing 
companies or otherwise. 

I am not entirely clear on what is meant by a statutory tax-deduct- 
ible reserve similar to what savings and loans enjoy. Maybe I mis- 
read the question, but as I understand it—and I am not an authority 
on savings and loans—a savings and loan 12-percent tax-deductible 
reserve is not a reserve for bad debts. This is a reserve to protect 
the surplus of the savings and loans which are growing very rapidly, 
and in order to keep a proper ratio between deposits—or deposits 
and surplus, you have to have some way of building that surplus 
up, and this is what we use to do it. 

They also have, in addition to this, a bad debt, what I would call 
a bad-debt reserve, which is what I think you are talking about here. 

We are taking an educated guess, maybe because we are 50 percent 
commercial bankers, and we take a more conservative attitude than 
some of the other firms who have testified here today. I think some- 
thing in the neighborhood of 3 to 5 percent will probably do the job 
for us. 

Mr. Struts. I notice, incidentally, that 3 to 5 percent per year for 
5 years 

Mr. Morean. That is right. 

Mr. Sruurs. So that could presumably be 15 to 25 percent. 

Mr. Morean. Right. But I am certainly open to any suggestions 
on that. We do not have any hard and fast feelings on it one way or 
the other. 

We favor being able to participate with the SBA in regular SBA 
loans, but we want to be able to do something besides participate in a 
loan; in other words, we want to be able to take an equity position. 

Regarding collateralizing convertible debentures, as I point out in 
the testimony, we have found in the two investments that we have 
made, that it is very desirable to take keyman insurance on the key 
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rsonnel to whom you are lending and, as we read the act, it would 
be in violation to take a direct assignment of these keyman insurance 
policies, a direct assignment to the lender. 

We have insisted that keyman insurance be taken out, and that the 
company, the borrower, be the beneficiary, and we have put covenants 
in our agreements under which they will promise to use those pro- 
ceeds, if necessary, to retire our loans. 

Mr. Stutts. So you are just about as fully protected in that way 
as you would be by the assignment of the proceeds to yourself ? 

Mr. Morean. Not necessarily, because we have taken—we have split 
our investments into loans and debenture combinations. The pro- 
ceeds are assignable and payable to the loan part, not necessarily to 
the debenture part. 

Regarding the statutory ratio of Government loans under section 
303 to SBIC’s frankly we do not feel it is necessary to raise the pres- 
ent limit over—the present limit of 50 percent of net worth. 

We feel that is niotenia to protect not only the SBA but to provide 
the necessary funds to the borrowers. 

I doubt if an SBIC will be loaned up completely in much less than 
a year and a half—I could be wrong about that. It takes time to put 
this money out. At the end of that time you will have had some loans 
on the books for a year, and you ought to have a pretty good idea of 
what you are lending against; either you have a good portfolio or you 
do not. Either the prospective lender to the SBIC has confidence 
in your ability or he has not. 

I would think that most local banks would be happy to lend to 
an SBIC. They may not provide all the money that the SBIC re- 
quires, but if they do not, why, then, they have the recourse to go back 
to the SBA and get a loan of 50 percent of capital and surplus. 

We do not favor securing 307 loans with specific collateral. Wedo 
favor granting restricted stock options to employees in the SBIC’s 
for the usual reasons of incentive, and obtaining good people and 
keeping them interested in what they are doing. 

Finally, we would recommend that section 304(d) be amended to 
eliminate the requirement that the SBIC purchase stock in the small 
business in which they are investing. 

We do not feel this is anying more than a loading charge, and solves 
no problem for us, and only really irritates the borrower and provides 
more room for possible discussion and irritations in the future. 

I would be glad to answer any questions. 

Mr. Stuuts. $2.5 million is your current capital ? 

Mr. Morean. Yes, sir. 

Mr. Srunrs. Are you planning on increasing that, or do you think 
when that is out you will have enough of a portfolio to borrow against 
it from other sources ? 

Mr. Moraan. I cannot answer that question, Mr. Stults. I would 
say that we intend to keep on growing as long as we find there is a 
demand for money. 

Mr. Srutrs. How high can Empire Trust go on the capital? 

Mr. Morean. One percent of its capital and surplus, 

Mr. Stutts. What is the capital and surplus? 

Mr. Morcan. That would be $112,500 at the present moment, Em- 
pire Trust alone. 
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Mr. Sruvrs. I see. But you could borrow from them in addition 
to that ? 

Mr. Morcan. Yes, sir. 

Mr. Struts. That is all. 

The Cuarrman. Mr. Ansberry / 

Mr. ANsBERRY. “Mr. Morgan, what do you consider the minimum 
economic size for a small business investment company to be? 

Mr. Morcan. Well, in all modesty, I would say the size that we 
chose. We feel that this gives you a $500,000 limitation, which gives 
you enough flexibility to hit the companies that have reached “that 
point in their development where they are really attractive to the 
type of investor that we feel we represent. Much smaller than that, 
I do not know. 

Mr. Ansperry. I believe you testified that you felt the act pro- 
hibited the taking of collateral on convertible debentures. 

Mr. MoreGan. That is correct. 

Mr. Ansperry. Did you mean to say the act or the regulations? 

Mr. Morcan. I meant the regulations. 

Mr. Ansperry. That is all. 

The Cuairman. Any further questions / 

Thank you very much. 

Mr. Morean. Yes, sir. 

(The prepared statement of Mr. Morgan follows :) 


STATEMENT OF ARTHUR P. MoRGAN, VICE PRESIDENT OF EMPIRE SMALL BUSINESS 
INVESTMENT Co., INC., NEW YorK City, N.Y. 


I am appearing as witness today before your subcommittee in response to the 
committee’s request for certain information regarding our company’s experi- 
ence as proponent and licensee under the Small Business Investment Act of 
1958, and for our general views regarding the act, the regulations and their 
administration and any needed changes thereto. Present with me is Mr. Robert 
A Hack, New York City, legal counsel to our SBIC. 

I believe it would make my written testimony clearer if I were to confine 
it to answering individually the specific questions raised in Senator Sparkman’s 
letter of January 28 to our company. I would, of course, be glad to answer any 
of the committee’s questions on any matter not adequately covered in the written 
testimony. 


Question 
“(1) The time consumed in obtaining your license, and any obstacles that 
you encountered which you regard as significant or unusual.” 


Answer 

We filed our Proposal 414 on June 8, 1959, and received our license on Novem- 
ber 27, 1959. During that period, a number of important matters had to be 
taken care of, namely : permission from the SEC to proceed with a private place- 
ment, permission from the New York State Banking Board for Empire Trust 
Co. to subscribe to the capital stock of our SBIC, approval from SBA of a 
number of amendments to our original Proposal, and, finally and perhaps most 
time-consuming of all, the placing of the securities with our investor group 
during the summer and fall vacation period. In every instance the regulatory 
agencies involved, particularly the SBA, were most cooperative and under- 
standing. Under the circumstances, many of which were peculiar at the time 
to our SBIC, I would say the time required to obtain our license was quite 
short, and in no case did we feel our proposal was needlessly delayed by any 
action, or lack of same, by the Government agencies involved. 


Question 
“(2) Your experience since obtaining your license, including a description of 
any loans or convertible debenture financing actually completed or in an ad- 
vanced stage of negotiation and an estimate of the number of loans and financing 
seutinatidus received. Identities of borrowers need not be revealed if deemed 
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objectionable. We should, however, appreciate knowing in each case the gen- 
eral business classification of the borrower and the important terms of the 
loan.” 

Answer 

Since obtaining our license on November 27, 1959, I would estimate that we 
have received requests for loans or convertible debenture financing totaling 
approximately $3 million. These requests have come in from all over the 
United States, as far west as California and as far south as Louisiana, Texas, 
and Florida. The requests have ranged in size from $3,000 to $1 million and 
have covered practically every type of business ranging from corner drugstores 
to relatively large manufacturing enterprises. In the 244 months since obtain- 
jing our license, we have made one investment of $250,000, and are in the process 
of closing a second investment for $500,000. 

The one inventment actually made (for $250,000) was to a manufacturer of out- 
door recreational equipment, located in the Middle West, and consisted of an 
unsecured, 7-year loan under section 305 for $125,000 at 64% percent, and the 
purchase of $125,000 of 10-year convertible debentures at 6 percent under sec- 
tion 304. Our loan and debenture agreements, in addition to the requirements 
of the act and regulations, contain standard protective covenants relative to 
the maintenance of working capital, restriction on dividends and salaries, 
recapture of earnings to be applied to debt retirement under a formula agreed 
upon with the borrower and restrictions on incurring additional debt. 

The second investment will be to a manufacturer of house trailers and 
prebuilt houses and motels, and will consist of a 12-year $400,000 mortgage loan 
at 6% percent, and the purchase of $100,000 of 10-year convertible debentures 
at 7 percent. This will represent the first time that we have made an investment 
equal to the maximum of 20 percent of capital and surplus permitted under the 
act. The loan agreement in this situation contains the same type of restrictive 
covenants as those mentioned for the first investment. 


Question 


“(3) Whether you have made or are actively contemplating a public issue 
of your own securities. If so, please describe.” 


Answer 


We have not made and are not actively contemplating a public issue of the 
securities of our SBIC. 


Question 


“(4) Your views on the following suggested changes in the law or its adminis- 
tration: (@) A statutory tax-deductible loss reserve, similar to that now granted 
savings and loan associations.” 


Answer 


(a) We believe that the high-risk nature of SBIC investments makes some 
kind of “bad debt” or “loss” deduction not only desirable but necessary, because 
unless the SBIC is overly cautious, or extremely lucky, some losses are bound 
to occur. In our opinion the formula allowed commercial banks (i.e., a per- 
centage derived from the average of previous years loss experience applied to 
present loans outstanding) is not applicable to SBIC high-risk loan situations. 
At the same time, we feel the formula allowed savings banks and savings and 
loan associations (i.e. a reserve equal to 12 percent of deposits) is too liberal 
and quite unrealistic as regards SBIO’s. 

Bearing in mind the newness of the SBIC investing program, and making what 
amounts to an “educated guess,” we would suggest that a loss reserve deduction 
of somewhere between 3 to 5 percent per annum during the first 5 years of an 
SBIC’s existence, based on the average total investments in small businesses 
outstanding during the fiscal year, would be a good base to use. After 5 years, 
the percentage allowed could be based on a moving average, 5-year, actual loss 
experience. 


Question 


“(b) Participation by SBIC’s in regular SBA loans under section 7. of, the 
SBA Act, now prohibited by SBA.” 


Answer 


(j) We would encourage the liberalizing of section 7 of the SBA: Aet.to 
permit participation by an SBIC in regular SBA loans. However, since we are 
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primarily interested in providing equity capital to small businesses, rather than 
a strict loan relationship, we feel an SBIC should not be prohibited from taking 
an equity position with an SBA borrower if the SBIC so desires, and so nego- 
tiates with the borrower. 


Question 


“(c) Permission to SBIC’s to make any form of equity investment in small 
business, removing the present statutory limitation to convertible debenture.” 


Answer 


(c) We feel the proposed amendments to the act contained originally in bill 
S. 2139, 86th Congress, 1st session, and particularly section 6 of this bill 
amending section 304 of the Act, are extremely important to the success of the 
SBIC program. 

In July of 1959, Mr. M. Stuart Roesler, executive vice president and director 
of ESBIC, and Mr. Henry A. Loeb, a director of ESBIC, testified at length 
before the Committee on Banking and Currency, Subcommittee on Small Busi- 
ness, urging that these amendments be adopted and explaining the reasons 
therefor. In reply to question 4(c), I would like to quote from that portion of 
Mr. Roesler’s and Mr. Loeb’s testimony which specifically urged amendment of 
section 304 of the act: 

“An investor supplying venture capital normally is interested in a return of his 
capital with interest and, if his judgment is vindicated, a right to profit through 
the purchase of a portion of the equity. The convertible debenture provided by 
the act fails to meet these requirements. Theoretically the investor can choose 
either to take a return of his capital or to invest in the equity of a small busi- 
ness concern. In practice he may involuntarily be forced through call to con- 
vert his investment into unmarketable common shares which may effectively 
tie up his total investment for the unforseeable future. 

“The convertible debenture has been used by large well-established businesses 
and the offer of convertible debentures by a small business which has no market 
for its common shares cannot compete in the financial markets with the con- 
vertible debentures of large listed corporations. 

“Furthermore, if conversion is forced by the borrowerer, the amount loaned 
by the small business investment company through the use of a convertible 
debenture cannot be recaptured for relending, which has the practical effect 
of putting the small business investment company out of business once it has 
made loans up to the amount of its capitalization. 

“Because of this lack of flexibility, the formation of small business invest- 
ment companies which are limited to this type of security has been generally 
unattractive to the financial community. This defeats the very purpose of the 
act, because the greater the number of small business investment companies 
formed, the more sources of capital will be available to small business and the 
better will be the terms of financing available to small business. 

“The proposal by the Administrator contained in section 6 of the amendatory 
act would eliminate the restriction that equity capital be provided only through 
the medium of convertible debentures. Subject to approval by the Small Busi- 
ness Administrator and the safeguards of arm’s-length negotiating, all of the 
media of investment finance should be available to the small business invest- 
ment company. Preferred stocks, common stocks, options to acquire stock and 
other types of securities would and should be allowed as investment media for 
small business investment companies in a small business. The risk of steriliza- 
tion of the capital of a successful small business investment company would be 
greatly reduced. If, as propoed, the profit for the risk is divorced from the 
debenture by the use of a debenture with a detachable warrant, the small busi- 
ness investment company could recapture the principal amount advanced, either 
by disposition of the debenture in a second market or by repayment, and still 
retain some of the profit for the risk taken and accomplish the purposes of the 
act in having available for investment in another small business the original 
capital which was invested in the first small business.” 

I believe the statement quoted above adequately summarizes our position on 
this key amendment the passage of which we feel is most essential for the 
proper functioning of the SBIC program. 


Question 


“(d) Permission to collateralize, where possible, convertible debentures, now 
prohibited by administrative ruling.” 
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Answer 

(d) We favor amending the act to permit the taking of collateral on converti- 
ble debentures, at least to the extent of permitting the direct assignment of 
proceeds from company life insurance on key personnel to the SBIC. One of 
the well-known problems of small business is the lack of management depth. In 
writing our loan agreements, we have required that the principal executive (s) 
in the small business be covered by life insurance (paid for by the company, 
with the company as beneficiary) not only for our protection but also for the 
protection of the company itself. Under the act as now written, however, we 
cannot take a direct assignment of the policy proceeds and apply them to repay- 
ment of our debentures since this would constitute taking collateral. 


Question 


“(e) Alteration of the present statutory ratio of Government loans under 
section 303 to SBIC’s from 50 percent of net worth to 100 percent or more.” 


Answer 


(e) We believe section 303 is adequate as it is now written. Under the regu- 
lations, an SBIC applying for 303 loans must certify that loan funds are not 
available to it from private sources; in other words, private lenders have already 
expressed an opinion that the SBIC portfolio is not of sufficient quality to 
justify a loan in an amount sufficient to satisfy the SBIC’s request or require 

nts. 

While we recognize the desirability of encouraging the growth of an SBIC’s 
lending power through the injection of a certain amount of Government funds, 
we do not believe it would be prudent lending policy for the SBA to exceed a 
loan of 50 percent of the net worth of an SBIC when, in effect, private loans 
sources have already refused to lend at all. 


Question 
“(f) Whether section 303 loans should be secured with specific collateral.” 
Answer 


(f) We do not believe section 303 loans should be secured by specific collateral 
for two reasons. First, the only valid collateral available to a lender from an 
SBIC is the latter’s portfolio which, in most cases, would have no ready market. 
If the portfolio is good, there would be no repayment problem; if it is not good, 
the SBIC would be in a much beter position to remedy the trouble than the SBA. 

Second, the mechanical and administrative problems in establishing a valid 
lien for the SBA on the collateral would be formidable, particularly if the 303 
lending program became a nationwide operation. There would have to be an 
actual transfer of collateral to the SBA to establish the lien, thereby creating 
administrative problems in withdrawing collateral, substituting collateral, ete. 

In other words, the taking of SBIC collateral as security adds nothing to the 
soundness of the SBA loan except administrative headaches. 


Question 


“(g) Permission to grant restricted stock options to key personnel, now for- 
bidden by administrative ruling.” 


Answer 


(g) We are very much in favor of granting restricted stock options to key 
personnel in an SBIC as an added incentive to these executives to do the best 
possible job in making the SBIC a successful operation. 


Question 


“(h) Any other problems of a similar nature which seem to you of importance,” 
Answer 


(h) There is one other problem with regard to the 1958 act which we feel 
is of importance, and that concerns the elimination of the requirements under 
section 304(d). I would like again to quote from the previous testimony of 
Messrs. Roesler and Loeb on this point : 

“Section 804(d) of the act contains a requirement that when equity capital 
is provided for a small business concern, such concern shall be required to be- 
come a stockholder-proprietor of the small business investment company by 
investing in the capital stock of that company. The Select Committee on Small 
Business in its report stated that the purpose of this stock purchase requirement 
was to build up the investment of private funds and in due course to make 
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Federal participation unnecessary. It is our experience that both small busi- 
nesses and the financial community look with disfavor upon this provision. The 
financial community feels that the control of a small business investment 
company should remain with those persons who invested by choice. In our 
particular instance we do not seek Federal funds. We believe that other mem- 
bers of the financial community, if the proposed amendments are enacted, would 
also form small business investment companies with capitalization well above 
the minimum without a requirement of Federal funds. Small business looks 
upon the requirement for investment as another loading charge, an additional 
cost in connection with the borrowing. We believe that with the enactment of 
the proposals present before your committee the flow of private capital into small 
business investment companies will be greatly stimulated and that the require- 
ment for Federal funds to aid small business will be reduced. The elimination 
of the requirement of compulsory stock purchase will shift the source of replace- 
ment of Federal funds from small business, where it does not belong, to the 
entire financial community, where it was intended to be placed by the sponsors 
of the act.” 

In conclusion, I would like to thank your committee for the opportunity to 
present our views before it, and also to thank Mr, Duncan Read of the SBA 
and his staff for their past help and their continuing cooperation. 

The CHarrman. Mr. Mills B. Lane, Jr., chairman of the board, 
Citizens and Southern Small Business Investment Co., Atlanta, Ga. 


We are glad to have you before us once more. 


STATEMENT OF MILLS B. LANE, JR., CHAIRMAN OF THE BOARD, 
CITIZENS AND SOUTHERN SMALL BUSINESS INVESTMENT C0., 
ATLANTA, GA.; ACCOMPANIED BY DON ROGERS, EXECUTIVE 
DIRECTOR, ASSOCIATION OF REGISTERED BANK HOLDING 
COMPANIES, WASHINGTON, D.C. 


Mr. Lane. Thank you, Senator; and I took the liberty, if you do not 
mind 

The CHarrman. I congratulate you upon being the first small busi- 
ness investment association in the country ; were you not? 

Mr. Lanz. But you know, that put me on the spot, too. 

I brought Don Rogers along with me, who is the executive director 
of the Association of Registered Bank Holding Companies. 

The CHarMan. His face looks familiar also. 

Mr. Lane. The reason I did that, Senator, was that of the SBIC’s 
that have been organized, holding company banks are in six of them. 
Of the first two that were organized, there were also holding company 
banks in them. I thought we would eliminate any discussion in my 

rinted statement to talk about the relationship of the SBIC Act and 
its application to banking because it is in contrast, I think, to the other 
SBIC corporations which have been organized. 

I think, also, it weaves into probably one of the most important 
philosophical aspects of commercial banking, which ‘is a recognition 
of the needs of small business and the banking fraternity have had 
to try todo something for small business. 

I think you.can date a rejuvenation of bank interest in small busi- 
ness from 1945 when we were coming out of the war. The American 
Bankers Association organized what. was called then the Small Busi- 
ness Credit Commission, and we tied that.to a philosophy that every 
competent individual, firm, and corporation was entitled to ba 
credit. 

We put the emphasis there on the word “company.” Now, as a re- 
sult of that, our bank, along with others, particularly those in the hold- 
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ing company field, where you have got a spread of offices, where you 
can afford intelligent direction, organized our own special small busi- 
ness term-credit department. 

Today our bank has $33 million loaned out to over 10,000 small busi- 
nesses. 

We make between 2,500 and 3,000 small business term loans each 
year. We used an interest rate of 4 percent discounted. We took 2 
percent of all loans made and put it in a reserve for bad debts, so that 
we earned, you see, approximately 6 percent on our money, but would 
have a 2-percent cushion. 

The Cuamman. How long have you been doing that ? 

Mr. Lane. We have been doing this since 1945. 

The CuairMan. 1945 ¢ 

Mr. Lane. Yes. 

The CHArrMaAn. You had 15 years’ experience / 

Mr. Lane. Right. 

The CuHairMan. How has that 2 percent reserve worked out ? 

Mr. Lane. We confined ourselves to loans from 3 to 5 years. The 
average loan made is $4,700. It goes from $500 at the bottom up to 
$150,000 at the top. 

Our losses in 15 years’ time have been less than a third of 1 percent. 

The CuarrMaNn. In other words, the 2 percent reserve was adequate 
on that type of loan ? 

Mr. Lane. That is right. That was an accounting reserve on our 
part. It had no relationship to the taxable allowance for reserve 
method of bad debt. 

We just made a mental calculation; in other words, I had to tell 
my board of directors that it was all right for me to do this, and I said 
“T will promise you I won’t lose anything.” 

The CuatrmaN. In other words, you said an arbitrary figure ? 

Mr. Lane. Yes; I had to convince my directors I was not going to 
lose all the money. 

The CuairmaNn, I wanted to know what your experience had been 
because experience converts it from an arbitrary figure into a prac- 
tical one. 

Mr. Lane. Correct. Of course, we have gone through times, just 
remember that, with an inflationary cycle. We saw in this 15-year 
experience that, with a 3- to 5-year credit to a small businessman 
where you were able to appraise that fellow’s character and capacity 
as well as his collateral, especially in our part of the country, where 
most folks are 90 percent honest anyway, you had a good risk. 

At the same time, I realized that when you got beyond a credit 
that could be paid back in 5 years’ time, that there was no medium 
within the framework of commercial banking to provide longer credit. 
Where a business is growing it cannot plow back in sufficient to keep 
up with its: working capital requirements. That is the point where I 
realized that equity capital financing was the thing that we were go- 
ing to have to have in our part of the country for a backing up of our 
small business lending efforts. 

But I took it one step further. .The tragedy to me was when the 
depression came along, it took RFC to bailout. banking. It took 
RFC to.supply capital to keep'a business from going broke. In the 
concept that I had way back in 1953 for what we were going to call 
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a business and industrial development corporation, it had twofold 
aims: 

One, on the upswing to help a budding, growing brandnew business, 
but just as important on the downswing that there was going to be 
a cushion of capital. When the bad times came, to avoid the fore- 
closures that had happened in the past depression, and the reliance 
on another Government agency, RFC, to provide needed equity cap- 
ital. It is remembered that the RFC did it even for the banking 
business itself. So this was going to be a two-headed sword. 

We proposed that then, and our State bankers association actually 
under our direction approved the Georgia Business & Industrial De- 
velopment Corp. At that time I felt that it was going to take a mini- 
mum of $3 million in capital in order for it to have independent 
management, to have sufficient capital to do a worthwhile job, and to 
be able to attract, in addition, credit from insurance companies and 
others. Because if you have a finance company—and this was a 
finance company—you borrow about three to four times your net worth. 

The profit of the General Motors Acceptance Corp. is not on its 
capital, but that leverage which the capital gives to them in the form 
of demands for credit. I realized that if banks in the State of Georgia 
chartered an industrial business development corporation, that it 
would be able to command bank credit for short-term needs and in- 
surance credit for long-term needs. At the same time, if capital 
helped make a company credit worthy, then the company itself, would 
become more eligible for bank credit at its own bank. 

We have made five loans so far at the time we made this report to 
you. We have approved six more. 

In all 11 of those cases we have used the combination of a con- 
vertible debenture with a bank term loan up to 5 years. 

The reason that we did not go through with 

Mr. Strutrs. Do you have any sort of average, Mr. Lane, on what 
the ratio in dollar volume is between the debenture and the term loan? 

Mr. Lane. The brief yardstick that I use is this: On a going com- 
pany we will allow it to borrow in term credit based on its record, 
an amount that can be paid back in 5 years’ time. 

The amount that it cannot pay back in 5 years’ time or the amount 
that it needs to keep, retain, in a business, we think, then becomes 
a debenture. 

Also you would have one other yardstick. If you are talking about 
this little woodworking plant that we took an investment in, if he 
is buying equipment, you know the equipment has a 5-year life, so 
that you would finance the equipment for a period of 5 years. 

The necessary working capital or brick and mortar, that is going 
to be there a long time, then we think that comes under the head of 
what capital is supposed to do. 

I do not think you have much difficulty. Everyone is not alike, of 
course, but when you are given a set of facts it is not hard to tell what 
should be bank credit and what should be capital. 

The reason we do not go through with our original Georgia Busi- 
ness & Industrial Development Corp. was that the Bank Holding 
Company Act of 1956 said that we could not put any capital into one. 
At the time prior to the Bank Holding Company Act of 1956, I 
already had commitments for $1.7 million of the capital for our cor- 
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poration that was coming from large, major, industrial corporations 
doing business in the State. 

Their motivation was the same as mine, that this country is made up 
of a mass of small business, and there is a great interdependence on 
the form of large business and small business. 

I think Sears-Roebuck has some 15,000 suppliers; General Motors 
has over 30,000. 

The community of interest between big business and small business 
is such that I had no difficulty, purely on a question of pro bono pub- 
lico to go to the railroads, the public utilities, the papermills, the tex- 
tile mills of Georgia and say, “Look, we are going to put $250,000 in. 
Give me $250,000 out of your till.” I had it all set until they took the 
lever out of my hands, and then I could not go in and say, “You put 
in $250,000,” and I cannot put in anything. 

So, when the SBIC Act came along we had the philosophy, we had 
the plan. We were ready to go. We were ready to step up to the 
counter right then, knowing what we wanted to do. 

Our philosophy was based on the simple concept of what we had 
learned from our experience, plus the need for a revolving pool of 
equity capital which we call seed money. In our little application 
form that we use, we refer to the “bank-sponsored plan to provide 
seed money for growing business.” That concept, I think, spells out 
that the seed money is something that you raise, plant, harvest a 
crop, and then go plant some more. 

So, our philosophy was a revolving pool to get a man on his feet, 
to make him credit worthy, to allow him, if he wanted to, to buy back 
the debentures himself or to sell them elsewhere, so that we could get 
acceleration, and make a small amount of capital do the largest part 
of the work. 

; The concept there was not to own a business but to let it get on its 
eet. 

We have learned in the year and a half that we have been with 
this, that there are both difficulties and advantages. 

On the difficult side, every small businessman is an optimist. I 
suppose if he was not, he would not be a small businessman, but he 
cannot conceive that anything he has got an idea about is not going 
to work. When we get a proposal, we always divide it by three, and 
then start from there, and you have about got him down to reality. 

You find also that because he is an optimist he has an innate un- 
willingness to share his ownership with anybody else. 

Now, when he gets in trouble he will pay usurious rates to get credit, 
but at the moment that he starts he does not want to share ownership. 

So our biggest difficulty, as a bank-sponsored operation, has been 
to drive a line between the attitude of what is bank credit and what is 
equity capital. We have had to reeducate ourselves in the banking 
business. We have had to reeducate those who have come to us. 

I would say as of this moment that we have done, I think, rather 
remarkably in our efforts to do that. The real benefit that has come 
to us so far is certainly that we have made an impact on small business. 
But we have reoriented our thinking. We understand, I think, better 
than ever before the complexities of small business from the small 
‘businessmen’s point of view. 

On the question of debentures, whether it should be secured, unse- 
cured, convertible, or whether you should purchase common stock, all 
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hinges on your relationship with the small business and your evalua- 
tion of a going business of what his “sweat equity” is that does not 
show up in the statement of condition. 

A small businessman cannot understand your wanting to buy de- 
bentures, convertible into common stock where you, the debenture 
holder, until you convert, are a preferred creditor, to come in on a 
50-50 basis with him. 

You have got to give him some value for his “sweat equity” to 
arrive at a conversion price. 

In many cases it would have been easier to have purchased the 
common stock immediately at the outset where that reversion would 
have been understood. 

We have already seen at the end of a year with one, that we are 
going to have difficulty in convincing the person that this conversion 
price should have been what we set it at. He feels that as a debenture 
holder we are in a preferred position, ahead of him rather than his 
partner. Now we are thinking, and probably will convert to common 
stock in those immediately. So you might just as well let us have the 
privilege of investing in common stock at the outset. I see no reason 
or purpose in a secured debenture from a bank’s point of view if the 
effort of our bank and the banking fraternity is to make a company 
credit worthy, by providing equity capital. 

Equity capital to me means common stock, unsecured. You are 
a partner. If you take the assets and pledge them, then you have 
made him less credit worthy to a bank, and you have got to be subor- 
dinated to it. 

Now, looking at the future, the disadvantage that we face, of course, 
is that we only have $400,000 in capital. 

I have been quite conscious of the fact that banking is on the spot, 
that if the first small business investment companies that are com- 
pletely controlled by banking are not a success, that not only will 
we hurt the program but that we will be a reflection on the banking 
business. I am inclined to think other banks feel the same way, and 
that is undoubtedly one of the reasons why our start has been as 
slow as it has, the fear of making a mistake. 

We have overcome that fear. We are perfectly conscious of the 
fact that this is risky, and, if it is going to be risky, then it should 
have high reserves. 

I have pointed this out, to the banking authorities and the Treas- 
ury authorities on the reserve method for bad debts as it affects banks, 
and the same thing is true here. A reserve for bad debt is not a tax 
savings. It is purely a tax deferment. You can never take the money 
out of the reserve and give it to the stockholders without paying the 
tax on it at the time. The higher the reserve the greater the incentive. 
There is no actual dollar savings, although you might have the use 
of the money for a little while. 

We are only charging 6-percent simple interest for debentures. We 
charge 4-percent add-on discount for a term loan to a small business. 
The differential is that in one case we rely solely on earnings and 
interest to service and to pay the costs of doing business, have a profit 
and a reserve. 

The 6-percent simple interest is to have the inducement, plus a share 
in the profits of that business. It is that simple. 


\e 


SMALL BUSINESS INVESTMENT ACT—1960 dd 


As far as a bank-managed SBIC is concerned, it can exist on the 
minimum of capital, because the bank does not pass on any cost of 
overhead to it. 

Looking toward the future of ourselves and, I think, of all banks, 
we start with the nest egg of money that the bank had put in. It 
would have been better if we could have put in more. 

The next step after we have demonstrated, as I think we already 
have, that. the SBIC will work, is to get the major big corporations 
who are interested, as you and I are, in the problems of small business 
to add to the capital. 

At that point you are going to have to separate the management 
from banking personnel and give it its own identity. You will have 
had the background of experience, you will have built up earnings 
assets, and you will have had sufficient capital to do that. 

The third step, obviously, is after you have had the seed capital 
of the bank to add onto the pro bono publico money of the major 
corporations, you may then go further. My story to the major cor- 
porations in asking them to give capital to me is, “You have got to 
put some seed money in here for the good of American business until 
we prove it works. When we prove it works, and we go public, then 
you can go out, but until then you are just like us, we have got a 
job to do.” 

I think that is a reasonable story. 

I have talked too much already. 

The CHairman. Mr. Stults? 

Mr. Sruurs. No questions, Mr. Chairman. 

The Cuarman. Mr. Ansberry ? 

Mr. Ansperry. Mr. Lane, in connection with the convertible de- 
bentures, do you require the firm to take keyman insurance? 

Mr. Lane. No sir; and I will tell you a story about that. 

We had a little company that I felt was vulnerable as to the man- 
agement. I called the manager in, and I said, “Bub, we had better 
buy $100,000 worth of life insurance on your life.” 

He came back in a week later, and he said, “I'll tell you something. 
You want that insurance to be sure that somebody is going to run this 
company when I am not here; isn’t that true ? 

I said, “That is right.” 

He says, “That will cost $15,000. If you will give me an increased 
expense account of $7,500, I will go out here and hire a man to take 
my place after I am gone.” 

I said, “Bub, you do that.” 

Dollars are no substitute for commonsense, and the key to business, 
small or big, is a man. 

My father used to tell me, “Son, business is like trees. They start 
dying at the top, and when they start dying, you have got to get the 
green stuff coming up.” 

I want plenty of green stuff coming up. 

Mr. Ansperry. Would you recommend that the limit of investment 
by banks, which is now, I understand, 1 percent of their net worth, 
should be raised 

Mr. Lane. Yes, sir. 


. Mr. Ansberry (continuing). To permit larger investments in small 
usiness ¢ 
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Mr. Lane. Yes, sir; it certainly should. 

Mr. Ansperry. To what extent? 

Mr. Lane. Obviously it would vary by banks. A bank that was 
sufficiently capitalized, that had adequate management, I see no reason 
why it could not go up to as high as 5 percent of its capital. After 
a we have got a legal lending limit. We can lend 10 percent to any- 

ody. 

If you are a State bank, your legal limit is 20 percent, secured. An 
investment in a small business corporation up to 5 percent that is sub- 
ject to review and examination and appraisal as to its worth, is not 
any different from lending where the assets are liquid. 

Mr. Ansperry. This would enable you to go more rapidly from a 
position 

Mr. Lane. Yes, sir. 

Mr. Ansperry (continuing). Where your SBIC isa pensioner of the 
bank, so to speak, to a place where it stood on its own feet ? 

Mr. Lane. Yes; and that would have this advantage, too: While our 
SBIC is surrounded by an outside board of independent businessmen, 
the fact that they have not got any money in it means they allow the 
bank to give it guiding direction. The minute that we take in part- 
ners so that we do not represent 51 percent of the ownership, I am 
afraid our philospohy could get clobbered up. Therefore, if we were 
allowed to put in more now we could get firmly established before we 
sought outside capital. 

Mr. Srutts. S. 2611, however, would help Citizens & Southern, and 
the other bank holding companies without changing the 1 percent ? 

Mr. Lane. That is right. You take right now, we cannot put any 
money out of our holding company itself or from any of the 12 affili- 
ated banks into the SBIC. We could increase our capital another 
$100,000 immediately if S. 2611 were enacted by the House, sir. 

Mr. Stutts. You believe it would be worth another $100,000 to you? 

Mr. Lane. Yes, sir. 

Mr. Stours. Thank you. 

The Cuarrman. Anything further? 

Thank you very much, Mr. Lane. 

Don, did you have anything to say ? 

Mr. Rogers. No, sir. 

The CHarrman. Weare glad to have had you before us. 

Mr. Lanr. Thank you, sir. 

Mr. Rocers. Thank you. 

(The prepared statement of Mr. Lane follows :) 





STATEMENT OF MILLS B. LANE, JR., PRESIDENT, CITIZENS & SOUTHERN NATIONAL 
BANK, ATLANTA, GA. 


Mr. Chairman and members of the committee, I am Mills B. Lane, Jr., presi- 
dent of the Citizens & Southern National Bank and chairman of the board of the 
Citizens & Southern Small Business Investment Co., Atlanta, Ga. I appreciate 
your invitation to share our experiences and thoughts with you concerning the 
Small Business Investment Act program. 


ORGANIZATION 


The Citizens & Southern Small Business Investment Co. was one of the first 
two companies issued licenses under the Small Business Investment Act on 
March 19, 1959. We followed the enabling legislation for this program closely 
as it proceeded through the Congress and made our application as soon as the 
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necessary forms were available. Since this was a completely new program, we 
do not feel there was any undue delay in processing our application. 

The Citizens & Southern National Bank and the Citizens & Southern Holding 
Co. are owned by the same stockholders in identical proportions. The bank 
holds all of the shares of the holding company as trustee for its shareholders. 
The Citizens & Southern Holding Co., in turn, owns shares in various subsidiary 
panks. Some of these banks are wholly owned, others are only partially owned by 
the holding company. Because of this relationship between the bank and the 
holding company, the bank is itself a bank holding company within the mean- 
ing of the Bank Holding Company Act of 1956, and the holding company is, in 
turn, a subsidiary of the bank. 

Originally, it was contemplated that our SBIC would commence business with 
an initial paid-in capital of $500,000, which was to be raised by the sale of the 
SBIC’s capital stock to the Citizens & Southern Holding Co. and the Citizens & 
Southern National Bank. 

However, we had to alter our plans, because the Board of Governors of the 
Federal Reserve System ruled that, under section 6 of the Bank Holding Com- 
pany Act, bank subsidiaries of a bank holding company are prohibited from 
purchasing the stock of an SBIC that is a subsidiary of a bank holding com- 
pany. Thus, a banking subsidiary could not invest in an SBIO in which the 
holding company held as much as 25 percent of the stock, nor could a banking 
subsidiary and its holding company own together as much as 25 percent of the 
stock of an SBIC. 

In addition, the Federal Reserve Board also held that, since the amount of 
SBIC stock eligible for investment by a national bank under the Small Business 
Investment Act is limited to 1 percent of the bank’s capital and surplus, the 
amount eligible for investment by a bank holding company and its banking sub- 
sidiaries is limited to 1 percent of the holding company’s capital and surplus. 
(A copy of the Board’s rulings is attached to this statement. ) 

In our case, we did not desire at this time to make a public offering of stock 
to raise our initial capital. Accordingly, it was necessary to reduce our initial 
capital to the maximum amount permitted, $325,000, which was 1 percent of the 
capital and surplus of the Citizens & Southern National Bank. Later, when 
the capital of the bank was increased, we increased the capital of our SBIC 
to the present amount of $400,000. 

The prohibition contained in section 6 of the Bank Holding Company Act has 
prevented banks affiliated with holding companies from participating fully in 
this program and we do not think it was so intended by the sponsors of the Small 
Business Investment Act. We feel that it is only fair and equitable that banks 
affiliated with holding companies be permitted to purchase stock in small busi- 
ness investment companies to the same extent as other banks. Section 5 of the 
bill, 8S. 2611, as passed by the Senate last year and endorsed by the SBA and the 
Federal Reserve Board, would remedy this situation. This amendment would 
permit the six holding companies now participating in the program to expand 
their activities and would encourage other companies to establish SBIC’s. 

We also feel that the limitation on investment by a bank holding company and 
its subsidiaries to 1 percent of the holding company’s capital and surplus is too 
restrictive. This could be remedied by either (a) increasing the 1-percent 
limitation to 2 percent or (b) specifically provide, for the purposes of section 
302(b) of the SBI Act, that the limitation would apply to each separate entity 
in a parent-subsidiary relationship where there is no actual investment by the 
parent in the capital of the subsidiary. 


INVESTMENT POLICIES 


The investments by our SBIC are limited to the State of Georgia and the 
investment in any one small business is limited to $80,000, the maximum amount 
permitted under the SBI Act. All of our investments have been made through 
the purchase of convertible debentures bearing 6 percent simple interest and we 
do not intend to make any direct loans to small business. 

We do not believe that in providing equity capital we should be limited solely 
to the purchase of convertible debentures. SBIC’s should be permitted to 
purchase common or preferred stock and various types of debentures issued 
by a small business firm. This would enable an SBIC to tailor its equity financ- 
ing to the needs of each individual small business. The needed flexibility, as 
provided in section 6 of S. 2611, should prove beneficial both to SBIC’s and to 
the small businesses seeking financial assistance. 
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The primary purpose in making these investments is to help the small business 
and not to make a quick profit. It is not expected that our company will make 
any profit on the interest charge, but eventually there may be some profit if 
the small business prospers and the debentures we hold are converted into stock, 
We have no desire to own or control the firms in which investments are made, 
Agreements are entered into in each case to permit the owners of the small busi- 
ness to repurchase any stock acquired by our SBIC. We feel that we can grow 
with the company until they are in good shape financially or are large enough to 
go to the money markets for additional capital. At that time, we are willing 
to step out of the picture and reinvest in other small businesses. 

In determining the price at which the debentures are to be converted into 
stock, we did not think it was fair to fix a rigid ratio based purely on the amount 
invested by the owners of the business and the amount of our investment. In 
other words, if we put in $25,000 and the owners of the business have invested 
$75,000, we do not establish an ownership ratio of 3 to 1. Instead, we take 
account of what we describe as “sweat equity” to make allowance for all the 
efforts the owners have spent in building their business. 


INVESTMENTS MADE 


We have had 16 applications submitted for consideration by our company. Of 
those 16, we have purchased convertible debentures from 5 companies, 3 applica- 
tions have been approved, 2 are pending, and 6 have been declined. Our invest- 
ment in five diversified small companies totals $80,000, as follows: 

(1) Flooring Distributors, Inc., Atlanta, wholesaler and distributor of 
floor covering, $30,000; 

(2) Lamar Mill, Inc., Thomaston, manufacturer of cabinets and millwork, 
$20,000 ; 

(3) Home and Hobby Shops, Inc., Smyrna, retail hardware and sporting 
goods store, $10,000; 

(4) Southeastern Engraving Co., Inc., Atlanta, manufacturers of photo- 
engraving plates, $10,000 ; 

(5) Quality Tractor Co., Atlanta, distributors of farm and industrial 
tractors, $10,000. 

We have found there is a general reluctance among small businessmen to give 
us any of their equity position. A great deal of educational work needs to be 
done so that owners of small businesses will understand the purpose of equity 
capital and know when equity capital is needed, rather than a bank loan. In 
several cases where we have invested in convertible debentures, we have also 
made term bank loans. In this way, we have been able to meet all the financing 
needs of the small business. 


COMMENTS ON SPECIFIC QUESTIONS RAISED BY THE COMMITTEE 


In the letter inviting us to testify at this hearing, the chairman of the com- 
mittee asked us to comment on several specific questions relating to changes in 
the SBI Act and its administration. As a preface, I would like to say that the 
tax amendments adopted by the Congress last vear and the ruling by the Secu- 
rities and Exchange Commission exempting SBIC’s from registering under the 
Investment Company Act of 1940 have been very helpful. We also fully support 
the amendments contained in the bill, S. 2611, as passed by the Senate last year, 
and hope that it will be enacted soon by the House. Our comments on the 
specific topics listed by the chairman follow: 

(a) A statutory tax-deductible loss reserve similar to that now granted 
to savings and loan associations might prove to be very helpful. The risk 
involved in investments under this program would seem to justify recognition 
in the tax laws. 

(b) We would not be interested in having our SBIC participate in the 
regular Small Business Administration loans under the SBA Act. I think 
there are sufficient funds available to make the ordinary bank-type SBA 
loan to small business. We think it would be a mistake to divert funds 
from equity-type financing into ordinary bank-type loans. There is also a 
serious question whether a SBIC could profitably make SBA participation 
loans because the interest rate on such loans is about the same as the SBIC 
would have to pay to obtain money. 

(c) We would favor removing the present statutory provision limiting 
equity financing to convertible debentures. As was stated earlier, we be- 
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lieve the SBIC’s should have the flexibility to make any type of equity 
investment that may be approved by the SBA Administrator. 

(d@) Under certain circumstances, it might be well to have permission to 
collateralize convertible debentures. However, as a general rule, we feel 
that if we are making an equity investment we should take the risk that 
such an investment entails. It would probably be very difficult for a small 
businessman to provide any satisfactory collateral for the convertible 
debentures. 

(e) Since we do not expect to use any government funds in our company, 
we do not feel qualified to express an opinion on whether the ratio of 
Government loans under section 303 of the act to SBIC’s should be increased. 

(f) In regard to specific collateral for section 303 loans, our answer would 
be the same as in (e€) above. 

(9) We would not grant restricted stock options to key personnel. 

We have a burning desire to see the SBI Act a success. We hope that the 
experiences that we have related may be of assistance to your committee in 
considering ways to improve the program. We do appreciate this opportunity 
to present our views and would be delighted to answer any questions you may 
have. 

APPENDIX TO STATEMENT OF MILLS B. LANE, JR. 


[Federal Reserve Bulletin, October 1958, pp. 1161, 1162] 


ACQUISITION BY BANK HoLpING COMPANY AND BANKING SUBSIDIARIES OF STOCK 
IN SMALL BUSINESS INVESTMENT COMPANY 


A registered bank holding company requested an opinion by the Board of 
Governors with respect to whether that company and its banking subsidiaries 
may acquire stock in a small business investment company organized pursuant 
to the Small Business Investment Act of 1958. 

It is understood that the bank holding company and its subsidiary banks pro- 
pose to organize and subscribe for stock in a small business investment company 
which would be chartered pursuant to the Small Business Investment Act of 
1958 which provides for long-term credit and equity financing for small business 
concerns. 

Section 802(b) of the Small Business Investment Act authorizes national 
banks, as well as other member banks and nonmember insured banks to the 
extent permitted by applicable State law, to invest capital in small business 
investment companies not exceeding 1 percent of the capital and surplus of such 
banks. Section 4(c) (4) of the Bank Holding Company Act exempts from the 
prohibitions of section 4 of the act “shares which are of the kinds and amounts 
eligible for investment by national banking associations under the provisions of 
section 5136 of the Revised Statutes.” Section 5136 of the Revised Statutes (par. 
“Seventh” ) in turn provides, in part, as follows: 

“Except as hereinafter provided or otherwise permitted by law, nothing herein 
eontained shall authorize the purchase by the association for its own account 
of any shares of stock of any corporation.” [Italics supplied.] 

Since the shares of a small business investment company are of a kind and 
amount expressly made eligible for investment by a national bank under the 
Small Business Investment Act of 1958, it follows, therefore, that the owner- 
ship or control of such shares by a bank holding company would be exempt 
from the prohibitions of section 4 of the Bank Holding Company Act by virtue 
of the provisions of section 4(c) (4) of that act. Accordingly, the ownership 
or control of such shares by the bank holding company would be exempt from 
the prohibitions of section 4 of the Bank Holding Company Act. 

An additional question is presented, however, as to whether section 6 of the 
Bank Holding Company Act prohibits banking subsidiaries of the bank holding 
company from purchasing stock in a small business investment company where 
the latter is a “subsidiary” under that act. 

Section 6(a)(1) of the act makes it unlawful for a bank “to invest any of 
its funds in the capital stock, bonds, debentures, or other obligations of a bank 
holding company of which it is a subsidiary, or of any other subsidiary of such 
bank holding company.” Section 6(b) of the act exempts from the prohibi- 
tions of section 6 the capital stock of any company described in section 4(¢) (1) 
of that act, but fails to exempt also investments in stock that fall within that 
part of section 4(c)(4) which exempts from the divestment requirements of 
the act shares eligible for investment by national banks under section 5136 
of the Revised Statutes. 
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It might be argued that, since Congress deemed it proper for a holding com- 
pany bank to invest in shares of the types of companies described in section 
4(c)(1) of the act, it would also be proper for banking subsidiaries of a bank 
holding company to purchase shares eligible for investment by national banks 
under section 5136 of the Revised Statutes. However, the express wording of 
the act is to the contrary. 

In the absence of any facts which would seem to justify the Board in ignoring 
the present wording of section 6 of the Bank Holding Company Act and until 
section 6(b) of that act is amended to include reference to section 4(c) (4) (as 
indicated above and as recommended by the Board in its report to the Con- 
gress of May 8, 1958), the Board is, therefore, compelled to conclude that sec- 
tion 6 prohibits the purchase by banking subsidiaries of a bank holding com- 
pany of stock of a small business investment company organized pursuant 
to the Small Business Investment Act of 1958, where that company is or will bea 
subsidiary of the bank holding company. 

Accordingly, section 6 of the Bank Holding Company Act prohibits banking 
subsidiaries of the bank holding company from purchasing stock in a small 
business investment company organized pursuant to the Small Business In- 
vestment Act of 1958, where that company is or will be a subsidiary of the 
bank holding company. However, this prohibition would not apply to invest- 
ment by the holding company alone in voting shares of such a small business 
investment company even though the latter would constitute a subsidiary 
under the Bank Holding Company Act; nor would it apply if the holding com- 
pany and its banking subsidiaries should not together acquire as much as 25 
per centum of the voting shares of such a small business investment company 
and that company was also not otherwise a subsidiary of the bank holding 
company. 


[Federal Register, Wednesday, Mar. 4, 1959, p. 1584] 


§ 222111 Percentage limitation on acquisition of stock in small business in- 
vestment company. 

(a) An interpretation of the Board (§ 222.107) published at 23 F.R. 7813 
dealt with the question of whether, and to what extent, the Bank Holding Com- 
pany Act of 1956 permits a bank holding company or its subsdiiary banks to 
acquire shares in a small business investment company (“SBIC’’) organized 
pursuant to the Small Business Investment Act of 1958 (“SBI Act”). 

(b) That interpretation pointed out that the general prohibition in section 4 
of the Bank Holding Company Act against a bank holding company’s acquiring 
“direct or indirect ownership or control of any voting shares of any company 
which is not a bank or a bank holding company” is subject to an exemption in 
section 4(c) (4) for stocks of the kinds and amounts eligible for investment by 
a national bank; that section 302(b) of the SBI Act permits a national bank to 
purchase shares of stock in SBIC’s “in an amount aggregating [not] more than 
one percent of [the bank’s] capital and surplus”; and that, accordingly, a bank 
holding company may invest in stock of an SBIC up to the specified one per- 
cent. The interpretation also expressed the view, however, that section 6(a) (1) 
of the Bank Holding Company Act applies a further limitation to banking sub- 
sidiaries of a bank holding company; and that under that section such a sub- 
sidiary bank could not invest in the stock of an SBIC if the SBIC is, or would 
become by the investment, a “subsidiary” of the bank’s parent holding company. 

(ec) Two further questions have arisen concerning the amount of stock of an 
SBIC that may be acquired by a bank holding company. The first relates to the 
definition of “capital and surplus” under the one percent limitation of section 
302(b) of the SBI Act. Since the amount of SBIC stock eligible for invest- 
ment by a national bank under the SBI Act is limited to one percent of the 
bank’s capital and surplus, it is the Board’s view that the amount eligible for 
investment by a bank holding company is similarly limited to one percent of 
the holding company’s capital and surplus. In order to apply this limitation, 
however, it is necessary to define the term “capital and surplus.” While the mat- 
ter is not entirely free from doubt, it is the opinion of the Board that, since 
neither the SBI Act nor its legislative history supplies a definition, the term 
should be interpreted in accordance with generally accepted accounting and 
reporting procedures applicable to the investing entity, in the present case, the 
bank holding company. 
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(d) The second question concerns the method of applying the one percent 
limitation stated in section 302(b) of the SBI Act when all or part of the shares 
of the SBIC are owned by a subsidiary of the bank holding company. For exam- 
ple, the SBIC shares might be owned by a bank holding company which is a 
subsidiary of another bank holding company, or by a subsidiary bank in a case 
where the SBIC is not a subsidiary of the bank’s parent holding company. Since 
ownership or control of stock by a subsidiary should be regarded as indirect 
ownership or control of such stock by the parent, the Board is of the opinion 
that the amount invested in an SBIC by the holding company and by its sub- 
sidiaries must be added together to determine whether the total amount directly 
and indirectly invested by the holding company exceeds the amount permissible, 
that is to say, exceeds one percent of the holding company’s capital and surplus. 
Assuming that no other exception is available in the particular case, acquisition 
or retention by the holding company of direct or indirect control of any amount 
in excess of that one percent would be prohibited by section 4 of the Bank Hold- 
ing Company Act. Thus, a particular subsidiary of a bank holding company 
could not invest in the stock of an SBIC if such investment, together with the 
investments of the parent bank holding company and of other subsidiaries, 
would exceed one percent of the capital and surplus of the parent bank holding 
company. 


[Federal Register, Wednesday, Mar. 4, 1959, p. 1584] 


§ 222.112 Indirect control of small business concern through convertible de- 
bentures held by small business investment company. 

(a) A question has been raised concerning the applicability of provisions 
of the Bank Holding Company Act of 1956 to the acquisition by a bank holding 
company of stock of a small business investment company (“SBIC”) organized 
pursuant to the Small Business Investment Act of 1958 (“SBIC Act”). 

(b) As indicated in the interpretation of the Board (§ 222.107) published at 
93 F.R. 7813, it is the Board’s opinion that, since stock of an SBIC is eligible 
for purchase by national banks and since section 4(c) (4) of the Holding Com- 
pany Act exempts stock eligible for investment by national banks from the 
prohibitions of section 4 of that Act, a bank holding company may lawfully 
acquire stock in such an SBIC. 

(c) However, section 304 of the SBI Act provides that debentures of a small 
business concern purchased by a small business investment company may be 
converted at the option of such company into stock of the small business concern. 
The question therefore arises as to whether, in the event of such conversion, 
the parent bank holding company would be regarded as having acquired “direct 
or indirect ownership or control” of stock of the small business concern in 
violation of section 4(a) of the Holding Company Act. 

(d) The Small Business Investment Act clearly contemplates that one of the 
primary purposes of that Act was to enable SBIC’s to provide needed equity 
capital to small business concerns through the purchase of debentures con- 
vertible into stock. Thus, to the extent that a stockholder in an SBIC might 
acquire indirect control of stock of a small business concern, such control ap- 
pears to be a natural and contemplated incident of ownership of stock of the 
SBIC. The Office of the Comptroller of the Currency has informally indicated 
concurrence with this interpretation insofar as it affects investments by na- 
tional banks in stock of an SBIC. 

(e) Since the exception as to stock eligible for investment by national banks 
contained in section 4(c) (4) of the Holding Company Act was apparently in- 
tended to permit a bank holding company to acquire any stock that would be 
eligible for purchase by a national bank, it is the Board’s view that section 
4(a)(1) of the Act does not prohibit a bank holding company from acquiring 
stock of an SBIC, even though ownership of such stock may result in the ac- 
quisition of indirect ownership or control of stock of a small business concern 
which would not itself be eligible for purchase directly by a national bank or 
a bank holding company. 


The Crarrman. Mr. Robert A. Hall, secretary, Small Business 
Investment Co. of the Southwest, Dallas, Tex. 
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STATEMENT OF ROBERT A. HALL, SECRETARY, SMALL BUSINESS 
INVESTMENT CO. OF THE SOUTHWEST, DALLAS, TEX. 


Mr. Hauww. Thank you, sir. 

Mr. Chairman, members of the committee, and counsel, I wish to 
thank you for the opportunity of appearing here today, and I also 
wish to commend you on the fine work that this committee is doing 
for small businesses, and for the small business investment companies, 

The Cuatmrman. Thank you. You speak like a gentleman from 
Birmingham. 

Mr. Harz. I am. 

The CuatrMan. Good for you. 

Mr. Hav. Originally. 

I would also like to commend the SBA for the fine work and the 
fine cooperation that we have received from their staff, Mr. Duncan 
Read, and his very fine staff, who have been very cooperative with 
us, as has Mr. Philip McCallum with the SBA. 

I will try to be as brief as possible. I know your time is running 
out, and I will just touch the salient points here, sir. 

We have a small business investment company composed of 15 stock- 
holders from which we raised $500,000. We did not borrow any Gov- 
ernment money and do not contemplate borrowing any. 

We feel that, in answer to some of your questions, we are in favor of 
the suggested changes in the law in the following particulars : 

We feel that your statutory tax deductible loss reserve similar to 
that granted to savings and loan associations would be very beneficial 
because the tax savings would then be available to make additional 
loans to other small businesses. 

We also feel that there is something in the present law and regu- 
lations providing that we cannot invest in other than Government 
securities. We think that would probably be a good law if we were 
borrowing Government money, but inasmuch as we are using our own 
money, we feel that we could put that money to better use; that is, 
surplus funds that are not out on loans at the present time, by buying 
blue-chip stocks or using the prudent-man rule, if you please, and that 
is one change in the law that we would like to see made. 

We are also very much in favor of permission being granted to 
make any form of equity investments in small businesses, remoying the 
present statutory limitation to convertible debentures, because under 
the present law the loans, in our opinion, are too limited. 

Ofttimes stock options and other forms of equity participation are 
more appealing to the borrower than convertible debentures. 

I am thinking of an instance where we could buy, say, preferred stock 
in a company that is just starting out and needs some equity financing. 
He would prefer to sell us his preferred stock rather than go the con- 
vertible debenture route, and other forms of equity financing that, I 
think, we could work out to our mutual benefit. 

We are also in favor of being granted permission to collateralize 
wherever possible these convertible debentures, as we would then be 
able to make loans in more marginal situations. 

We had a matter the other day where the fellow wanted to give us 
a mortgage on a convertible debenture. Unfortunately, we could not 
do it. His loan was so marginal that we could not take a loan ona 
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business without a chattel mortgage, and we would not be able to make 
that loan. So we had to turn the loan down. 

We are also in favor of restricted stock options being granted to 
key personnel in a small business investment company. __ 

We also feel that a minimum of a 5-year loan, as is now embodied 
in the act, might be too long, as we have encountered many situations 
from prospective borrowers where they did not want to 5-year loan, 
but they want the 2- or 3-year loan. 

Of course, you may say, he can pay off before that. That may be 
true. But ofttimes the borrower does not want to go over a certain 
loan limit. He has got a preconceived idea of what he wants to bor- 
row and for how long. But we are prohibited from making a loan 
that, maybe, the borrower would like to make. 

We also feel that there might be some added tax advantages granted 
along the lines of subchapter S of the Internal Revenue Code along 
the lines of section 1371, 1377, insofar as the individual stockholders 
of the corporation are concerned. 

In other words, if we sustain a loss, maybe a large loss, that these 
stockholders could take that as a personal loss on their income, as 
they could do under a partnership arrangement, of a corporation 
under subchapter S. It is just a thought if that could be done, it 
would make it easier to go out and get additional investors. 

In answer to your last question, we do contemplate a public issue 
of our securities at such times as we have proven the success of our 
company and have enough stocks derived from the convertible deben- 
tures in our portfolio to make such a public issue both a sound in- 
vestment and a contribution to the public. 

Thank you, gentlemen ; it has been a pleasure to be with you. Thank 
you for your time. 

Mr. Ansperry. With respect to the size of your company, Mr. Hall, 
you have a $500,000 capital as of now ? 

Mr. Hau. Yes, sir. 

Mr. Awnsperry. Do you feel that is sufficiently large for a self- 
supporting company ? 

Mr. Hauw. It is, under the present setup, because we propose to get 
participations, we hope, from other SBIC’s, also from the banks and 
other lending agencies. 

We think that a half million is perhaps too small, and we intend 
to sell additional securities up to $1 million. Asa matter of fact, our 
charter authorizes $1 million. We have only sold 

Mr. Ansperry. Is your company entirely independent, or is it oper- 
ated in connection with some other business of some of the 
participants ? 

Mr. Hat. It is operated by my firm, which has been—my firm, 
Bennett, Osborne & Hall. We are a financial and management con- 
sultant firm, and we operate the small business investment company 
on the mutual-fund plan of one-half of 1 percent of capital and sur- 
plus per quarter, which is 2 percent a year. 

Now, if we had to hire somebody—excuse me, I see you are 
frowning. 

Mr. Ansperry. I understand now. You operate as Bennett, Os- 
borne & Hall which, in effect, is a management company, which oper- 








Mr. Hau. That is right. 
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Mr. Ansperry (continuing). The small business investment com- 


pany ¢ 
Mr. Harty. We have a management contract. with the SBIC, with 
the small business investment company which is known as the Small 
Business Investment Co. of the Southwest. 
Mr. Anszerry. So the Small Business Investment Co. of the South- 
west does not have to bear the expenses of a company of similar size? 
Mr. Hau. We nay all expenses. We pay office expenses and over- 
head; in fact, we hire a man to work on nothing but the SBIC. 


Mr. Ansperry. That is all. 
The Cuamman. Thank you very much, Mr. Hall. We appreciate 


your testimony. 
Mr. Hau. Thank you, gentlemen. 
(The prepared statement of Mr. Hall follows :) 


Da.Lias, Tex., February 16, 1960. 


Senator JoHN SPARKMAN, 
Chairman, Select Committee on Small Business, 
U.S. Senate, Washington, D.C. 
DeaR SENATOR SPARKMAN: We are in receipt of your letter of January 30 rela- 
tive to the Small Business Investment Act in which you have requested our opin- 


ion on certain points. 
1. The time consumed in obtaining our license was approximately 7 


months. 

2. We have applications from all types of businesses for financing, but to 
date have not made any loans. Our loan committee will review applications 
for loans from a trucking company, a small textile manufacturing company 
and a food processing company at its next meeting. If any of these loans are 
made they will be handled on the convertible debenture plan. 

3. We are in favor of the suggested changes in the law in the following 
particulars: 

(a) We feel that a statutory tax-deductible loss reserve similar to that 
granted savings and loan associations would be very beneficial because the 
tax savings would be available to make additional loans to small businesses. 

(b) We are not in favor of participation by SBIC’s in regular SBA loans 
under section 7 of the SBA Act because we feel that SBIC’s should get par- 
ticipation in loans from other small business investment companies. 

(c) We are in favor of permission being granted to SBIC’s to make any 
form of equity investment in small business, removing the present statutory 
limitation to convertible debentures because under the present law the loans 
are too limited, and ofttimes stock options and other forms of equity par- 
ticipation are more appealing to the borrower than convertible deben- 
tures. 

(d) We are in favor of being granted permission to collateralize, where 
possible, convertible debentures, as this would enable us to make loans in 
more marginal situations for small businesses. 

(e) We are in favor of the change in the statutory ratio of Government 
loans under section 303(b) to SBIC’s from 50 percent of net worth to 100 
percent. 

(f) We are in favor of section 303 loans being secured with specific 
collateral. 

(9g) We are in favor of restricted stock options being granted to key 
personnel. 

(h) We feel that a minimum of a 5-year loan, as embodied in the act, 
is perhaps too long, as we have encountered many situations from pros 
pective borrowers who did not want or need a 5-year loan, although they 
needed immediate capital in their business. 

4. We contemplate a public issue of our securities at such time as we 
have proven the success of our company and have enough stocks derived 
from convertible debentures in our portfolio to make such a public issue 
a sound investment and attractive to the public. 
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Thanking you for your consideration in this matter and with every good 
wish, we are, 
Sincerely yours, 
THE SMALL BUSINESS INVESTMENT 
Co. oF THE SOUTHWEST. 
By Rosert A. HALL, Secretary. 

The Cuatrman. Mr. Arch C. Scurlock, president of Greater Wash- 
ington Industrial Investments, Inc., Washington, D.C. 

Mr. Scurlock, for the benefit of the record, will you identify those 
who accompany you, and then proceed? May I suggest that I have 
just had notice of a rollcall coming within the next few minutes, 
so I do not have long to stay here. 

Mr. Scuritock. May I have 10 minutes here? 

The CuarrMan. We will start off with that assumption, and if I 
have to go, you and the staff can finish it. 


STATEMENT OF ARCH SCURLOCK, PRESIDENT, GREATER WASH- 
INGTON INDUSTRIAL INVESTMENTS, INC., WASHINGTON, D.C.; 
ACCOMPANIED BY DON CHRISTENSEN, EXECUTIVE ASSISTANT 
AND SECRETARY; AND JERROLD SCOUTT, JR., COUNSEL 


Mr. Scurtock. May I say that my name is Arch Scurlock, and 
I live in Arlington, Va. I am president of Atlantic Research Corp., 
a research and development organization with its principal labora- 
tories in Fairfax County, Va.; and I am also president of the Great- 
er Washington Industrial Investments, Inc., which is a Washington, 
D.C., corporation which has been licensed under the Small Business 
Investment Act of 1958 to operate as a small business company in 
the District of Columbia, Virginia, and Maryland. 

The CuHatrMan. When was it licensed ? 

Mr. Scurtock. February 9; just licensed. 

The Cuarrman. I thought it was February 16. I was going to say 
a week ago today. 

Mr. Scurtock. February 9. 

The Cuarrman. Two weeks ago today ? 

Mr. Scurtock. Yes, sir. 

The Cuarrman. All right; brand new. 

Mr. Scurtock. We are to operate as a small business investment 
company in the District of Columbia, Virginia, and Maryland. 

I would like to introduce these gentlemen. This is Mr. Don Chris- 
tensen, executive assistant and secretary of our organization; and this 
is Mr. Jerry Scoutt, who is associated with our counsel. They have 
come here to assist me in the testimony, 

We are very glad to be here, and we have only received our license, 
as I pointed out, February 9, so we have not had a chance yet to 
operate, but I think that some of the things I can say will be of interest 
to the committee. 

Primarily, we believe that this committee and the legislature can 
best assist in the full development of the small business investment 
company program by encouraging and making possible for the Small 
Business Administration to administer the act with courage and with 
flexibility, and to develop this point further. I would just like to tell 
you briefly how we started this company here in the metropolitan area 
of Washington, and what we intend to do. 
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Actually about, well, during the time when I was president of an 
organization called the Greater Washington Industrial Council, a 
group of industrial firms here in the Washington area, almost all of 
them small businesses, about 50 such firms, we actually appointed a 
committee to study how we could cause this area, the metropolitan 
area of Washington, to grow faster industrially, because there are a 
lot of smal] businesses, mainly research and development firms, that 
have grown up, and we thought we would like to stimulate this fur- 
ther, and since we were one of those firms, and I was a representative of 
one of those firms, we studied the problem and came up with the idea 
that what we needed were sources of capital, and what we reall 
needed was a company, at that time we thought very much like Ameri- 
can Research and Development Corp. or Laurance Rockefeller Asso- 
ciates, who would invest in the industrial firms in this area and help 
them to grow. 

Well, we studied this also in the Economic Development Committee 
of the Washington Board of Trade, and they came up with about the 
same conclusion, that if some public spirited people would help to 
form such a corporation, and we could sell stock to the public and get 
investors, then we could actually do well and give good management to 
this company and, therefore, earn a reasonable and good return to 
our investors, we would do a great deal for the area. 

You see, what we were trying to do here is very much what the Gov- 
ernment is trying to do for the whole country, stimulate the growth 
of business in the whole area. 

About this time, the Small Business Administration came into the 
picture, and we immediately saw that our objectives and theirs were 
very similar. 

One of the examples we like to use in this area is the company I am 
associated with, the Atlantic Research Corp., which started about 11 
years ago and had many, many difficulties in trying to get financial 
assistance. 

We grew very rapidly; we grew from about 50 to 100 percent every 
year in research and development, in the research and development 
field, and finally about a year ago we reached the point where we were 
out of the woods, but through lots of struggles. We made public 
offerings about 8 months ago, and it was very successful, and our 
company now, although we started in with only two people, in the 11 
years we have reached the point where we are employing over 1,000 
people with our subisidiaries of Atlantic Research and are doing al- 
most $13 million a year. 

Well, this shows you what the small businesses can do and what 
can happen and how successful they can be and, therefore, what a 
wonderful investment they can be for the small business investment 
companies if they just get in at the right time and work with these 
companies, and we just wish we had had the help of small business in- 
vestment companies when we were growing. We have seen a whole 
lot of other businesses in the area that have merged with large com- 
panies and have sold out. 

Melpar, which is the largest employer in the metropolitan part of 
Washington, employing about 6,000 people, sold out to Westinghouse 
Air Brake 5 or 6 years ago, and they probably would still have been 
independent if one of these firms had been in existence and would 
have helped them. I cannot say for sure that that is true, but there are 
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many others like that that have gone the route of merging with big 
companies or selling out to big companies rather than growing inde- 
pendently because they just could not get the financing to grow, they 
could not accept the contracts that they had opportunities to take. 

Well, we decided that we would get together a group of leaders in 
the business community here who were interested in industrial 
growth, and we did do that, and I will talk about that in just a min- 
ute, but we decided very early that this company would have to be 
large enough to have its full-time staff and, therefore, we thought we 
would have to have between $3 and $5 million in capital. 

So we now contemplate a public offering, and we have just gotten 
our license recently, and I was just going to review that very briefly 


for you. 

We actually had our organization fully formed by early 1959. 
We had at that time gotten a board of directors which included a 
number of leaders in Washington finance and business and technology. 

These included men like Dan Bell, chairman of the board of the 
American Security and Trust; and Mr. Morris, president of the Riggs 
National Bank; and men like Clarence Robinson, who is president 
of the First & Citizens National Bank. They are the largest bank 
over in northern Virginia. 

Now, men like Howard Duckett, who is chairman of the board of 
Suburban Trust; they are the largest bank in Maryland. 

They also had men like Everett Boothby, who is chairman of the 
board of the Washington Gas Light Co.; and we had men like Ross 
Lipscomb, president of Barber & Ross, the largest structural steel 
firm in the area; Jimmy Johnston, senior partner of Johnston, Lemon 
& Co.; several others, Gene Zuckert, who is an attorney and formerly 
a member of the Atomic Energy Commission, Assistant Secretary 
of the Air Force, who is associated with us. 

We have several others who are very prominent men such as Thorn- 
ton Owen who is chairman of the Perpetual Building Association. 

These men have been very active in local civic affairs and particu- 
larly interested in building local industry, and we were very fortunate. 
These men are all associated with us not to make any money, not 
any private gain, but they are actually there to help to build the 
Greater Washington area, and so by that means we have been able 
to get together a fine group of a and we are now getting started. 


Mr. Sruurs. Even though those gentlemen are not there to make 
money 


Mr. Scurtock. Right. 

Mr. Srutts (continuing). In order for you to be able to float your 
$3 million stock issue, it would be a help if you had some prospect of 
earnings, would it not? [Laughter.] 

Mr. Scurtock. I want to make it clear that although they are not 
interested in their own personal gain, they are very much interested 
in seeing this company be a successful financial enterprise, which 
means that the company itself, the small business investment com- 
pany, Greater Washington Industrial Investments, has to make 
money. I mean everybody agrees we have to make money to make 
ourinvestors invest in us. 

I'am just trying to point out that the principal objective of the men 
who have houied their time to help organize this company is to build 
the area, to stimulate the growth of the area, and to increase the stand- 
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ard of living, and so forth, and not to make money for themselves 
personally. 

Mr. Srotrs. If I might interrupt, Mr. Scurlock, I see that all of 
these men are extremely busy men, with hundreds of other civic duties, 
and I assume it is crucial for you to get very good men to operate this 
enterprise. 

Mr. Scurtock. Yes, sir; and my very able assistant, Don Christen- 
sen, is an example of one of the men who is going with this organiza- 
tion full time as soon as our public offering is completed, and we hope 
to—I think we will keep our management of full-time people to a 
rather limited staff. Remember, $3 million does not leave very much 
for operating expenses. We think we have got to limit our cost of 
management to below 2 percent. 

Mr. Srutts. Perhaps, anticipating what you will say later, you 
would like Mr. Christensen and others of your management to par- 
ticipate more in or have more of an incentive to have Greater Wash- 
ington Industrial Investments grow by stock options; is that correct? 

Mr. Scurtockx. Well, I think that—I am going to try to say that 
in every instance we think that our company would like to have the 
maximum flexibility. We have not accepted any money from the 
Government yet. We are using our own money. It is all our own 
money, and we would like to be able to operate with as much flexibility 
as possible. 

There is every provision that allows us to have flexibility, that al- 
lows us to do anything, and the less restrictions you place on us the 
better. 

I would imagine that stock options would actually be very good. 
Men of the type of people we are working with would rather have an 
incentive than have the money now. They would rather work at a 
lower salary now, and I am sure that Mr. Christensen would agree to 
that, and have an opportunity to get much more in the future if he is 
successful. 

That is the sort of thing, I think, the stock option thing would be a 
big benefit to. I mean, it is not going to stop us from operating. 

Actually right now, Auchincloss, Parker & Redpath, an investment 
banking firm here, is looking forward to the formation of a syndicate 
to underwrite an issue in the amount of $3 million, and they are pres- 
ently watching the market for the time of forming such a syndicate 
which, I think, will be soon. The market has been looking better, 

I would just like to say a few more things now. You have asked 
us to comment on specific things. 

The letter inviting us to testify before the committee specifically 
inquired about the time involved in securing our license, and I would 
just like to mention that the facts are these: 

On May 20, 1959, we filed our proposal with the Small Business 
Administration, and on July 21, received their comments and notice 
to proceed. 

Thereafter, we completed our corporate organization, and on 
November 4, 1959, filed a stock registration statement with the Securi- 
ties and Exchange Commission. 

This became effective on January 21, 1960. We had a 214-month 
wait to get out of SEC the first time, and it became effective on Jan- 
uary 21, 1960; and then we were allowed to sell the rest of our 
$300,000 worth of stock. 
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We then went back to Small Business, and our license submission 
was submitted—our application was submitted on February 3, and 
now in 48 hours after we went back in to Small Business we got our 
approval, and a license was issued on February 9, in fact, which was 
only a very short time, 6 days, after we had come back. 

We, of course, are going to have to go back to SEC again now in 
order to make the public offering. 

I hope that will not take any longer because our prospectus will 
look very nearly the same because we made full registration. 

I should like to mention that in our initial stock offering we made 
no effort. whatsoever to sell the securities. Nevertheless we received 
hundreds of telephone calls and scores of letters indicating a desire to 
participate asan investor, bia 

Our problem with this initial issue, the initial $300,000 and some 
odd, was allocating the shares among persons who wanted them. Of 
course, several of the banks are in this, and a number of other com- 
panies. We could very easily have sold many times the number of 
shares, so it looks favorable for a public offering. I think these com- 
panies are being received fairly well. , ayes 

I think that, again, 1 want to repeat the crucial thing in the suc- 
cess of this whole thing will be that degree to which imagination and 

ood judgment are brought into the daily administration of small 

usinesses, and it is my opinion that they depend on the flexibility 
that is given to the Small Business Administration to operate; and 
since we have not actually operated, I am not really able to comment 
on the actual administration so far. 

We certainly have had very good experience with the SBA so far 
in processing our license application, and the speed with which they 
moved in getting this thing out in 48 hours deserves commendation, I 
think. 

I think the risk of impeding the SBIC program through excessive 
regulation is certainly present. 

n our case, GWII, our company, will be regulated under two im- 
ortant statutes, the Investment Company Act of 1940, and the Small 
usiness Investment Act of 1958; and each of these has their own set 

of regulations, their own administrators, their own philosophies, and 
how to operate, and this would seem to us unnecessary duplication 
here, and in view of the detailed nature of the SBA’s regulation, I 
question whether SBIC’s, I question whether we actually might not 
be exempted from the Investment Company Act without any risk to 
the public welfare. 

I would like to commend the Senate for the provisions embodied in 
S. 2611, and there is no need to dwell on the revisions which you have 
already approved, except to add that we hope the House will be as re- 
sponsive to the need as you have been. 

We believe that the present statutory ratio of Government. loans 
under section 303(b) should be increased from the 50 percent limit of 
a licensee’s net worth to, perhaps, 100 percent. 

I think these loans would have to be made as fairly good loans, and 
I do not see why you should not be able to loan more if you can show 
a company is doing all right and has some security to put. up. It does 
not have to be actual security, but something put up which looks like 
the company has got something behind it. 
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As I stated earlier, we believe the opportunities for financing small 

businesses in this area, in our own area—I forgot to mention that our 
company is mainly interested in industrial small business activity, 
We are not financing shoestores and drugstores. 
_ Our effort is industrial growth, and we are going to stick with that 
in the area of Greater Washington, and we expect there will be op- 
portunity that will be here that will always exceed the ability to 
raise capital, so we are really not too worried about, well, about being 
able to make joint loans with the Small Business Administration. 

I think our capital will be able to be used. I certainly must agree, 
though, that anything that would increase flexibility in the use of 
that, keeping our, let us say, our standby reserves earning the high- 
est rate of return, would be appreciated, and if we could invest in 
other things than Government bonds, but still prudent investments 
that could be moved in and out fast, I think that would help us 
definitely. 

My present view is that we are very optimistic about our earnings, 
prospects, and in fact, in looking at the law we would be more inter- 
ested in being concerned about methods of enhancing our earnings 
rather than hedging our losses. 

There has been a lot of effort to hedge the losses, but I think figur- 
ing out ways to increase the earnings would be the way to get any- 
thing to come in. Nobody is worried about losing money in this act 
especially with the larger companies, where there will be a lot of 
diversification. 

We are not concerned particularly about—well, I mentioned—about 

articipation with the Small Business Administration in the section 

II loans under the Small Business Act. We believe that the highly 
specialized services which we are able to offer are unique and in short 
supply, so that we will not have any shortage of places to invest our 
funds. 

I understand that a very recent amendment to the SBA regulations 
makes possible the issuance of restricted stock options to key person- 
nel, and I regard this as an important feature in Sait ey man- 
agement, but I am concerned that restrictions under the Investment 
Company Act of 1940 make it impossible to issue such options in the 
case of companies such as ours, which must be registered under the 
1940 act. 

I think this is really something we should keep in mind. 

As you know, these small business investment companies doing 
business in the District of Columbia, must be licensed as moneylend- 
ers and regulated as if they were small loan companies. 

I think S. 2611 would extend the exemption from such provisions, 
which exemption now includes national banks, trust companies, sav- 
ings banks, and building and loan associations, to smal] business in- 
vestment companies. I think that will certainly help us. We regard 
that as very important. 

May I, finally, thank you for the opportunity of presenting this 
statement. We are on the threshold of beginning actual operation, 
and we will be glad to come back later after we have had some experi- 
ence and discuss it if you wish. Thank you very much. 

The Cuarrman. Thank you very much. We shall certainly follow 
your operations with great interest and be glad to hear from you at 
a later date. 
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Any further questions? 

Mr. Stuurs. I am very glad Mr. Gadsby is not here, because the 
optimistic picture and enthusiasm which you have generated might 
be against an SEC law. You, perhaps, should have kept a more dour 
and conservative face than you have. Certainly it sounds quite ex- 
citing and, Mr. Chairman, 1 point out that Greater Washington In- 
dustrial Investments is only one of eight or nine companies which 
are licensed to do business in the Washington metropolitan area, and 
I was happy to see that Mr. Scurlock feels there would be ample op- 

rtunity for all of them to use all the money they can get and give 
it to really worthy, growing, independent small businesses. 

Mr. Scurtock. This area is a very fast-growing area. It has been 
one of the three—Washington, Los Angeles, and Houston—which 
have grown faster than any other areas in the country in the last 15 

ears. 

The Cuatrman. As a matter of fact, don’t you believe almost any 
area in the United States might be a fast-growing area if it had re- 
sources ? 

Mr. Scurtock. Right. I think if the people in any region are in- 
terested in working hard and looking for things to do, it will grow. 

The Cuatrman. Mr. Ansberry? 

Mr. Ansperry. With respect to participation in SBA loans, I do 
not think the intent of the question was whether you would want to 

0 in with SBA in order to find a place to put your money, but hav- 
ing found a place to put your money, then you might want to put out 
$100,000 and have SBA go along with you with another $100,000 or 
$200,000. 

I wonder if you feel it undesirable that you should have that avenue 
of additional money open to you ? 

Mr. Scurtock. I think more than I meant to emphasize—I do not 
think it is very important to be able to allow us to participate jointly 
in SBA loans, because I think we can always make a loan, and SBA 
can make loans definitely. 

We can make loans. We are in the business of making loans and 
getting debentures, and I did not comment on the debentures, but I 
certainly agree with the things that have been said about increasing 
flexibility. 

Mr. Ansperry. You were saying that you would disregard the com- 
pensation you might get for servicing the whole loan? 

Mr. Scurtock. Well, I think it 1s a marginal improvement which 
Iam very happy to see made, but I am trying to emphasize the things 
I consider more important and less important, and actually I may 
not have quite grasped the intent of that part of the act, that change. 
Tactually thought you were just asking for participation. 

In other words, if there 1s a small business with the Small Busi- 
ness Administration getting ready to make a loan to somebody, and 
they say, “Come in, SBIC, and join us in this loan, and you take half 
and we will take half, and you take your interest and we will take 
ours,” and it will be a 5-percent loan or whatever it is. Is that wrong? 

Mr. Ansperry. That is wrong. What I had in mind was your in- 
viting SBA to participate in some deal which you were interested in 
og than their inviting you to participate in an SBA-originated 
eal. 











94 SMALL BUSINESS INVESTMENT ACT—1960 


Mr. Scurtock. I cannot see—does the law not provide for that 
now? Can’t one of these companies, let us say, our company, invest, 
and then can’t they also get a loan from the Small Business Admin- 
istration ? 

Mr. Ansperry. There is a difference of opinion whether the law 
provides for that or not. 

Mr. Scurtock. I see. 

Mr. Ansperry. I understand that SBA last week took the position 
that the law did not provide for that. 

Mr. Scurtock. I see. Actually very few companies get loans from 
the Small Business Administration direct. It is a very rough channel 
to gothrough. I mean several times we considered doing this. 

This new company, under this new act, here, is going to make it 
much easier for, let us say, industrial companies to get help from the 
Small Business Administration indirectly than this old method of 
getting loans from the Small Business Administration, and you have 
to get turned down by every bank in town, you see. Usually you 
were borrowing a little money from those banks already, so you have 
to go down and be turned down. I do not know, but it is not a very 
easy thing to do. 

(The prepared statement of Mr. Scurlock is as follows:) 


STATEMENT OF GREATER WASHINGTON INDUSTRIAL INVESTMENTS, INC, 


My name is Arch Scurlock, and my address is Arlington, Va. I am president 
of Atlantic Research Corp., a research and development organization whose 
laboratories are in Fairfax County, Va. I am also president and a director of 
Greater Washington Industrial Investments, Inc., a Washington, D.C., corpora- 
tion which has been licensed under the Small Business Investment Act of 1958 
to operate as a small business investment company in the District of Colum- 
bia, Virginia, and Maryland. 

I am happy to respond to your chairman’s invitation to testify with respect 
to our experience under the Small Business Investment Act. As you may know 
we received our license from the Small Business Administration on February 9, 
1960, and while we have had no operating experience as a small-business invest- 
ment company, I believe that our activities and plans will be of interest to you 
in connection with your investigation. 

Primarily, we believe that this committee can best assist in the full develop- 
ment of the SBIC program by making it perfectly clear to the Small Business 
Administration that they should be both bold and aggressive in their adminis- 
trative supervision of the act. In enlarging on this theme, I would like to tell 
you how we happened to organize a small business investment company, the 
needs and opportunities as we see them in the Metropolitan Washington area, 
and how we intend to meet these needs. 

Our original idea for a company such as GWII evolved out of a survey made 
by the Greater Washington Industrial Council, an association of Washington- 
area industrial firms, during my 1957-58 term as its president. The survey 
concerned itself with the various factors needed to stimulate Washington’s 
industrial development, and it concluded, just as a similar investigation by the 
Washington Board of Trade’s Economic Development Committee had also con- 
cluded, that although our area possessed a remarkable potential for industrial 
development such development was often being frustrated by the absence of 
certain necessary sources of financial assistance. It found that the financial 
requirements of small, sound industrial enterprises were not, and often could 
not, be satisfied by the area’s existing institutions and that an independent 
venture capital company was needed to meet these important needs. 

By way of further illustration it should be noted that one of today’s truly 
rewarding opportunities is to be found in the economic application of science 
and technology. In every major center of scientific activity in the United 
States, scientists are continually leaving the great laboratories of industry, 
Government, and the universities to form their own small enterprises in an 
effort to obtain for themselves the substantial economic rewards their talent 
ean create. Unfortunately, many of their enterprises fail, not because of tech- 
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nical weakness but because the scientific entrepreneurs are unable to obtain 
the financial assistance which they must have to succeed. The present finan- 
cial community has not constructed an instrument to serve the money needs of 
this very new type of enterprise, where the most important equity values are 
measured primarily in talent rather than physical plant and in technical ideas 
and inventions for profitable new products rather than existing products and 
kets. 

mThe Washington area has almost unique advantages for technical private 
enterprises. First, Washington is one of the country’s major centers of scien- 
tific activity. In 1950, it had nearly 50 percent more scientists per capita than 
any other major American city. Furthermore, the Washington Board of Trade 
estimates that between 1950 and 1956 the number of scientific personnel in the 
area increased by 50 percent, thereby raising Washington’s rank, in terms of 
the total number of scientists (not per capita), to sixth in the Nation. Sec- 
ond, and even more important, within the metropolitan area are located the 
Government agencies who sponsor billions of dollars worth of scientific activity 
every year. Thus, Washington is richly endowed with the raw materials of 
scientific entrepreneurship. 

It is not surprising, therefore, that local technical enterprises have increased 
significantly the past few years. During the 2-year—1954-56—period alone, 
the number of technical firms in the area increased by nearly 70 percent, bring- 
ing the total to over 100. Similarly, while the number of scientists employed 
by all laboratories in the Washington area increased by one-half between 1950 
and 1956, the number employed by local private industry doubled. It is thus 
evident that the special financial requirements of local technical enterprise are 
growing rapidly. But this rapid birth rate of technical enterprises is a chal- 
lenge, not a guarantee, to their future success. If the community is actually 
to realize the full economic value of this local asset, it must have successful 
enterprises; it must provide the source of capable financial assistance that ex- 
perience has shown necessary. 

Our own experience at Atlantic Research Corp. is, I believe, a splendid ex- 
ample of the need and opportunity to which I refer above. Atlantic Research 
Corp. was organized in 1949 by Dr. Arthur Sloan and myself with a very small 
initial capital. During the first year, our total sales amounted to less than 
$50,000. Presently, Atlantic Research and its subsidiaries employ over 1,000 
people and our business volume is approximately $13 million. Some of our 
contributions to the scientific field are summarized in the following commen- 
dation recently received from the Department of the Navy. 





DEPARTMENT OF THE NAVY, 
BUREAU OF ORDNANCE, 

July 18, 1959. 
Certificate of commendation awarded to Atlantic Research Corp. for out- 
standing service to the Bureau of Ordnance, Department of the Navy, in advanc- 
ing significantly the state of the art of solid propellent rocketry. In the course 
of 10 years of solid propellent and rocket research and development under 
sponsorship of the Bureau of Ordnance, Atlantic Research Corp. has made a 
series of marked contributions including the development and application of 
Arcite plastisol propellants; the development of high-performance, end-burning 
rocket motors; the effective utilization of aluminum as high-performance pro- 
pellent ingredient; the development of plastisol double-base propellants; and 
the establishment of a technique for rigorous theoretical calculation of propel- 
lent performance. These achievements are regarded as significant contribu- 
tions to the accomplishment of the overall mission of the Bureau of Ordnance. 

It is in recognition of this outstanding service that this award is presented. 


PAUL D. Stroop, 
Rear Admiral, U.S. Navy, Chief, 
Bureau of Ordnance. 

The commendation which Atlantic Research received merely serves to illus- 
trate the fundamental fact that contribution to national defense through scien- 
tific effort is not a monopoly of the Government or of corporations. It is a 
field in which small businesses play an exceedingly important part. Yet, these 
small businesses are typically faced with severe financial problems, particularly 
during their early years, and unless these problems can be solved, their develop- 
ment is stifled and, what is probably more important, their contribution to the 
national welfare and to the defense effort is jeopardized or at least retared. 
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Through our experience at Atlantic Research, we have become familiar not 
only with the financial and advisory assistance that is often required by the 
small technically oriented company but also with the opportunities for such 
companies if they have access to adequate financial assistance and technica] 
advice. Thus, in forming GWII our intention was to create a publicly owned 
venture-capital company which would be able to finance Washington industria] 
enterprises in much the same manner as American Research & Development Corp, 
and Laurance Rockefeller & Associates have financed enterprises elsewhere, 
We would hope through Greater Washington Industrial Investments, Inc., to 
assist other companies in duplicating the achievements of Atlantic Research, 

By early 1959, organization of GWII was substantially complete. We had 
brought together a board of directors which included leaders in Washington 
finance, business, and technology. Listed below are the officers and directors, 
and the first member of our technical advisory panel. 


OFFICERS 
President : Arch C. Scurlock 
Treasurer: Harold D. Kube 
Counsel: Eugene M. Zuckert 
Secretary: Donald A. Christensen 


BOARD OF DIRECTORS 


Daniel W. Bell, chairman of the board, American Security & Trust 

Everett J. Boothby, chairman of the board, Washington Gas Light Co. 

T. Howard Duckett, chairman of the board, Suburban Trust Co. 

Henry Gichner, president, Fred S. Gichner Iron Works 

James M. Johnston, senior partner, Johnston, Lemon & Co. 

Harold D. Kube, treasurer, Jansky & Bailey, Inc. 

S. Ross Lipscomb, president, Barber & Ross Co. 

Richard A. Norris, president, Riggs National Bank 

Thorton W. Owen, president, Thomas J. Owen & Son, and chairman, Perpetual 
Building Association 

Clarence J. Robinson, president, First & Citizens National Bank 

Arch C. Scurlock, president, Atlantic Research Corp. 

H. Holmes Vogel, vice president, C. & P. Telephone Co. 

Ralph B. Williams, vice president, Ewing Lumber & Millwork Corp. 

Eugene M. Zuckert, attorney, formerly member, Atomic Energy Commission and 
Assistant Secretary of the Air Force 


TECHNICAL ADVISORY PANEL 
(To consist of approximately five members) 


Jerome P. Pickard, director of research, Hammer & Co. Associates 

A more complete biographical statement of the above-listed men is attached 
to my statement as exhibit 1. These men, all of whom are associated with or- 
ganizations or activities devoted to the industrial development of Washington, 
saw participation in GWII principally as a service to the community rather than 
as a vehicle for their personal gain. But it was also obvious to them that for 
GWII to realize its dual objectives of developing Washington industry and pro- 
viding an attractive return on its stockholders’ investment, and for it to justify 
the time and effort they devoted to it, the company must become large enough 
to assume a significant position in the Washington financial community. A 
capitalization of at least $3 million and preferably $5 million was considered 
essential to achieve the efficient operation, diversified portfolio, and significant 
loan capacity necessary for success. 

The letter inviting us to testify before the committee specifically inquired of 
the time involved in securing our license as a small business investment company. 
The facts are these. On May 20, 1959, we filed our proposal with the Small Busi- 
ness Administration and on July 21, received their comments and notice to pro- 
ceed. Thereafter, we completed our corporate organization and on November 
4, 1959, filed a stock registration statement with the Securities and Exchange 
Commission ; this became effective on January 21, 1960, and allowed us to sell 
$174,250 of additional stock to raise the minimum $300,000 capitalization re 
quired for licensing. Our license application was thereafter submitted to SBA 
on February 3; 48 hours later we were advised that it had been reviewed and 
approved by the licensing committee, and it was finally issued on February % 
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I should like to mention that in our initial stock offering we made no effort 
whatsoever to sell the securities. Nevertheless, we received hundreds of tele- 
phone calls and scores of letters indicating a desire to participate as an inves- 
tor. Our problem with this initial issue was one of allocating the available 
shares among the persons who desired to purchase them. We could easily have 
sold many times the number of shares which were available. Currently, we are 
negotiating with Auchincloss, Parker & Redpath looking toward their forma- 
tion of a syndicate to underwrite an issue of 300,000 shares of additional stock 
to provide approximately $3 million of additional capital. Auchincloss is 
presently watching the trends of the market to determine the proper timing 
for formation of this syndicate. 

The financial editor of one of Washington’s newspapers stated that our 
“poard of directors reads like a Who’s Who of area business and financing.” This 
is a fact of which we are exceedingly proud, and I attribute to this fact our 
initial success in selling the company’s securities. We are confident that those 
associated with us will guarantee the company’s successful operation. We are, 
for example, fortunate in having men like Mr. Daniel W. Bell, chairman of the 
board of American Security & Trust Co.; Mr. T. Howard Duckett, chairman of 
the board of Suburban Trust Co.; Mr. Richard A. Norris, president of Riggs 
National Bank; and Mr. Clarence J. Robinson, president of First & Citizens 
National Bank as members of our board of directors. Incidentally, these men 
are Officials of the two largest banks of the District of Columbia, the largest 
bank in suburban Maryland, and the largest bank in northern Virginia. We 
are, of course, in no sense competitive with the banks they represent. Our role 
will be to handle financial investments which are not bankable, but we will look 
to our banking associations as important sources of business which would not 
otherwise be available to the company. 

I believe that a crucial factor in determining the success of the SBIC program 
as it now stands will be the degree to which imaginative insight can be brought 
into its daily administration, and this in turn depends upon the flexibility of 
SBA’s supervision. Since Greater Washington Industrial Investments has not 
as yet commenced operation as an SBIC, I am unable to comment on the act’s 
administration. However, our experience with the SBA in processing the 
GWII license application certainly attests to their high degree of cooperation. 
As an example, the fact that SBA was able to review and approve our license 
application within 48 hours of its sybmission deserves highest commendation 
as a record feat for nearly any organization. So long as the SBA maintains 
a cooperative attitude and permits flexibility in the operation of individual 
SBIC’s, the probability of success will be much improved. But, flexibility is 
essential. 

The risk of impeding the SBIC program through excessive regulation and 
establishing unduly restrictive limitations is ever present. In our case, GWII’s 
investment activities will be regulated continually under two important statutes, 
the Investment Company Act of 1940 and the Small Business Investment Act 
of 1958, with two sets of regulations, two groups of administrators, and two 
philosophies as to how our operations should be conducted. This would seem 
an unnecessary duplication, and in view of the detailed nature of the SBA’s 
regulation I question whether SBIC’s might not be exempted from the Invest- 
ment Company Act without any risk to the public welfare. 

I believe that the success of the small business investment companies will be 
in proportion to the flexibility with which they are permitted to operate. That 
is why in my opening remarks I urged you to make it clear to the Small Business 
Administration that a bold and aggressive attitude should be taken toward the 
administration of the act and the supervision of the licensees. We commend the 
Senate, particularly, for the provisions which are embodied in S. 2611, and there 
is no need to dwell on the revisions which you have already approved, except 
to add our hope that your colleagues in the House of Representatives will be 
as responsive to the need as you have been. 

There are a few matters suggested in the chairman’s invitation which are 
not covered in S. 2611, and I should like to make a brief reference to some of 
these. 

We believe that the present statutory ratio of Government loans under section 
808(b) should be increased from 50 percent of a licensee’s net worth to 100 
percent. As I stated earlier we believe the opportunities for financing small 
businesses in this area are enormous; we expect that these opportunities will 
always exceed our ability to raise capital and we, therefore, are anxious to have 
access to more funds in order that our ambitious program may be more fully 
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realized. We are also in favor of eliminating any requirement for specific 
collateral in connection with such section 303 loans. 

Since we have had no operating experience, I hesitate to comment on the 
suggestion that SBIC’s be granted a tax-deductible loss reserve similar to that 
granted savings and loan associations. My present view is that we are optimistic 
about our earnings prospects and are more concerned about methods of en- 
hancing earnings rather than of hedging losses. 

Nor are we concerned, at the present time, with our eligibility to participate 
with the Small Business Administration in its section 7 loans under the SBA 
Act. We believe that the highly specialized services which we are able to offer 
are both unique and in short supply, so that we will not have any shortage 
of places to invest our funds. 

I understand that a very recent amendment to the SBA regulations makes 
possible the issuance of restricted stock options to key personnel. I regard this 
as an important feature in attracting capable management, but I am concerned 
that restrictions under the Investment Company Act of 1940 make it impossible 
to issue such options in the case of companies, such as ours, which must be 
registered under the 1940 act. 

As you know, those small business investment companies doing business in the 
District of Columbia must be licensed as moneylenders and regulated as if they 
were small loan companies. S8S. 2611 would extend the exemption from such pro- 
visions (which exemption now includes national banks, trust companies, say- 
ings banks, and building and loan associations) to small business investment 
companies. We regard this exemption as very important to our successful 
operation. 

Finally, let me thank you for the opportunity to present this statement. We 
are on the threshold of beginning actual operation, and we would welcome the 
opportunity to appear before you again, after we have had some operating ex- 
perience, to make more specific recommendations regarding improvements in the 
regulatory statutes. 


EXuisit 1.—BIOGRAPHICAL SUMMARY OF OFFICERS AND DIRECTORS OF GREATER 
WASHINGTON INDUSTRIAL INVESTMENTS, INC. 


OFFICERS 


Arch Scurlock, 1753 Army Navy Drive, Arlington, Va., president and director: 
Dr. Seurlock, a cofounder of Atlantic Research Corp., has been its president since 
1949. Prior to forming Atlantic Research, he worked with the Office of Naval 
Research and later was on the staff of Massachusetts Institute of Technology 
where, in 1948, he received his doctorate in chemical engineering. Dr. Scurlock 
is past president of the Greater Washington Industrial Council (1957-58) anda 
member of the Washington Board of Trade Economic Development Committee 
(1957—present). His outside directorates currently include Missiles-Jet and 
Automation Mutual Fund, First and Citizens National Bank of Alexandria, and 
General Communication Co., a Boston firm engaged in research, development and 
manufacture of electronics equipment. 

Harold D. Kube, R.F.D. No. 1, Broad Run, Va., treasurer and director: Mr. 
Kube is the treasurer and a director of Jansky & Bailey, Inc. (wholly owned sub- 
sidiary of Atlantic Research Corp. engaged in electronics and communication 
research, development, and consulting), and has been associated with that firm 
since 1952. Previously, he had been engaged as an economist with various Gov- 
ernment agencies and with the National Foundation for Infantile Paralysis, and 
as a consultant to the President’s Materials Policy Commission, Industry Evalu- 
ation Board of the Department of Commerce, and the Stanford Research Insti- 
tute. Mr. Kube is a graduate of the University of Nebraska and the Harvard 
University Graduate School of Business Administration. 

Donald A. Christensen, 6711 Bracken Court, West Springfield, Va., secretary: 
Mr. Christensen is assistant to the president at Atlantic Research Corp. where 
he has been employed since May 1958. He is a chemical engineering graduate 
of Massachusetts Institute of Technology and, more recently, an honors gradu- 
ate of the Harvard University Graduate School of Business Administration 
which he attended during 1956-58. Mr. Christensen has had both technical and 
administrative experience while associated with the Central Intelligence Agency 
(1952-56) and later with a Boston research organization, Scientific Engineering 
Institute, while attending Harvard. Currently, he is also the secretary and a 
director of Jansky & Bailey, Inc. 
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DIRECTORS 


Daniel W. Bell, 3816 Gramercy Street NW., Washington, D.C.: Mr. Bell is 
Chairman of the Board, American Security & Trust Co. (1954-present). He is 
also a director of Peoples Drug Stores, Inc., Washington Gas Light Co., Security 
Storage Co., and Peoples Life Insurance Co. ; and is a member of the Washington 
Board of Trade Economic Development Committee. Previously, Mr. Bell was the 
president of American Security & Trust Co, (1946-59), and Under Secretary 
of the Treasury (1940-45). 

Everett J. Boothby, 2725 29th Street NW., Washington, D.C.: Mr. Boothby 
is chairman of the board, Washington Gas Light Co, (1954-present). He is also 
a director of Acacia Mutual Life Insurance Co. and McLachlen Banking Corp. ; 
and is past chairman of the Washington Board of Trade Economic Development 
Committee. 

TT. Howard Duckett, 4017 Jefferson Street, Hyattsville, Md.: Mr. Duckett is 
a partner in the law firm of Duckett, Oren & Christie (1902-present) and chair- 
man of the board and Executive Committee, Suburban Trust Co. He is also a 
director of Prudential Building Association and District Title Co.; chairman of 
the Prince Georges County Industrial Development Committee; and a member 
of the Washington Board of Trade Economic Development Committee. 

Henry Gichner, 6115 33d Street NW., Washington, D.C.: Mr. Gichner is pres- 
ident and general manager of Fred S. Gichner Iron Works and has been with the 
firm since 1929. He is also a director of Inter-City Industrial Center( Belts- 
ville, Md., industrial park) and a member of both the Greater Washington In- 
dustrial Council, and the Washington Board of Trade Economic Development 
Committee. 

James M. Johnston, 7900 Connecticut Avenue, Chevy Chase, Md.: Mr. Johnston 
is senior partner of the investment bankers Johnston, Lemon & Co. (1920- 
present). Among his many directorships are: District of Columbia Paper Mills, 
International Bank, Julius Garfinckel & Co. (Washington specialty store), 
Southern Oxygen Co., Washington Mutual Investors Fund, Atlantic Research 
Corp., Darling Stores Corp., Federal Storage Co., Financial General Corp., Hot 
Shoppes, Inc. (restaurant chain), Lawyers Title Co., National Phoenix Indus- 
tries (soft drink bottlers), National Mortgage & Investment Corp., Pepsi Cola 
Bottling Co. of Long Island, Personal Industrial Bankers, Rockport Fund, State 
Loan & Finance Corp. and Town Enterprises (personal loan company). 

S. Ross Lipscomb, Raspberry Plain, Leesburg, Va.: Mr. Lipscomb is president 
of Barber & Ross Co., a Washington, D.C., hardware and building supplies dis- 
tributor (1946—-present) and is a past president of the Greater Washington 
Industrial Council. He is also president of Barber & Ross Hardware, Eckington 
Investment Corp. (Washington real estate), East Coast Flying Service (Alex- 
andria flight training school), and Potomac Air Transport (charter airplane 
service) ; and is a director of the Loudoun National Bank and Washington Brick 
& Terra Cotta Co. 

Richard A. Norris, 3501 Dunlop Street, Chevy Chase, Md.: Mr. Norris is presi- 
dent of the Riggs National Bank of Washington, D.C. (September 1959—-present) 
having previously been executive vice president of Riggs (1958-59) and presi- 
dent of Lincoln National Bank of Washington (1953-58). Among his other 
directorships are Jefferson Federal Savings & Loan Association, Frank Parsons 
Paper Co., the Kaufmann Co. (property management and development), Wash- 
ington Gas Light Co., Doctors Hospital, Inc., the Washington Title Insurance 
Co., and Federal Storage Co. 

Thornton W. Owen, 4640 Hathorne Lane NW., Washington, D.C.: Mr. Owen 
is president of Thomas J. Owen & Son (real estate appraisal and real estate 
auctioneering) (1943-present), and chairman of the board, Perpetual Building 
Association (1956—-present). He is also a director of American Security & Trust 
Co., Acacia Life Insurance Co., Peoples Drug Stores, National Mortgage & In- 
vestment Corp., and Washington Title Co.; and was chairman of the Washington 
Board of Trade Economic Development Committee. 

Clarence J. Robinson, 2 Olmi Landrith Drive, Belle Haven, Alexandria, Va. : 
Mr. Robinson is president of First and Citizens National Bank of Alexandria 
(1957—present). He has also been the president of George H. Robinson Corp. 
(building supply and concrete) and Robinson Terminal Warehouse Corp. (1940- 
57), and of Belvoir Sand & Gravel Co., Alexandria Warehouses, Inc., and Verona 
Marl Co. (fertilizer distributor). Mr. Robinson is a director of the Virginia 
Electric & Power Co. and Washington Gas Light Co. 

H. Holmes Vogel, 4000 Cathedral Avenue NW., Washington, D.C.: Mr. Vogel 
is vice president and general manager, Chesapeake & Potomac Telephone Co. 
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(1952—-present). He is also a director of Union Trust Co., Maryland Utilities 
Association, and Better Business Bureau; and was vice chairman of the Wash- 
ington Board of Trade Economic Development Committee. 

Ralph B. Williams, 8741 Susanna Lane, North Chevy Chase, Md.: Mr. Wil- 
liams is vice president and director of Ewing Lumber & Millwork Corp. of 
Beltsville, Md. (1953—present). He is also the immediate past president of the 
Greater Washington Industrial Council, Inc. 

Eugene M. Zuckert, 141 Hesketh Street, Chevy Chase, Md., counsel and di- 
rector: Mr. Zuckert is a private attorney and atomic energy consultant (1954— 
present). He is chairman of the Board of Nuclear Science and Engineering 
Corp. (research and technical services for nuclear power and industrial radio- 
activity applications) ; is a director of AMF Atomics (Canadian manufacturer 
of atomic energy reactor components), Information for Industry, Inc. (chemica] 
patent indexing service), the Monon Railroad; serves as chairman of the 
Technical Advisory Committee of Axe-Houghton Science & Electronics Fund; 
and is a member of the Executive Council of the Yale Law School Association 
and a trustee of Landon School, Bethesda, Md. Formerly, Mr. Zuckert had been 
an assistant dean of the Harvard Business School (1940-45), Assistant Secre. 
tary of the Air Force (1947-52), and an Atomic Energy Commissioner (1952-54). 


MEMBER OF TECHNICAL ADVISORY PANEL 


Jerome P. Pickard, 7312 Lynnhurst Street, Chevy Chase, Md.: Dr. Pickard is 
director of research at Hammer & Co. Associates (April 1959-present) and 
formerly was research director of the Washington Board of Trade Economic De- 
velopment Committee (1954-59). He received his B.A. and M.S. from the Uni- 
versity of Wisconsin (1947 and 1949, respectively) and his Ph. D. from the Uni- 
versity of Syracuse (1954). In 1950-51 he was a Fulbright scholar at the Uni- 
versity of Oslo, Norway, where he conducted an industrial location study of that 
country. 


The Cuarrman. Thank you very much, gentlemen, all of you, and 
I think it has been a very good day. 

The committee will now stand in recess until 10 o’clock tomorrow 
morning. 

(Whereupon, at 3:50 p.m., the committee recessed, to reconvene at 
10 a.m. on Wednesday, February 24, 1960.) 
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FEBRUARY 24, 1960 


U.S. Spnate, 
SreLtect CoMMITTEE ON SMALL BUSINESS, 
Washington, D.C. 

The committee met, pursuant to recess, at 10:05 a.m., in room 457 
Old Senate Office Building, Washington, D.C., Senator John Spark- 
man, chairman, presiding. 

Present: Senators Sparkman and Engle. 

Also present: Walter B. Stults, staff director; T. Peter Ansberry 
and Harold Putnam, counsel; Wallace B. Edgerton, administrative 
assistant to Senator Williams of New Jersey; Allen Lesser, legisla- 
tive assistant to Senator Javits; and Reginald W. Barnes, counsel, 
Small Business Subcommittee of the Senate Banking and Currency 
Committee. 

The CuarrMan. Let the committee come to order, please. 

We will get started and move right along. The Senate goes into 
session at 10:30. I do not know what the situation may be over 
there, but we shall continue these hearings as best we can. I should 
like to suggest to each witness that we move very promptly, in view 
of the fact that the times during which we can hold these hearings 
are uncertain. 

Our first witness this morning is George W. DeFranceaux, presi- 
dent of the Allied Small Business Investment Corp., of Washington. 
Will you come around, please? 

Mr. DeFranceaux. Do you want me to sit here? 

The Cuairman. Yes, please. You have prepared a paper. I think 
all of you understand the procedure: Your paper will be placed in 
the record in full, and if you can summarize the paper and then leave 
time for questioning, it will, I believe, be productive of good. But 
you follow the course that is best suited to you. We are glad to have 
you, sir. 

Mr. DeFranceaux. Thank you. 


STATEMENT OF GEORGE W. DeFRANCEAUX, PRESIDENT, ALLIED 
SMALL BUSINESS INVESTMENT CORP., WASHINGTON, D.C. 


Mr. DeFranceaux. Our company probably has had more experi- 
ence in a variety of loans than most others because we have made 
loans from the beginning, and are now, after yesterday, up to roughly 
amillion dollars in loans and commitments, to probably j 

The Cuatrman. You are one of the oldest companies, are you not? 


_Mr. DeFranceravux. Yes, sir. We were one of the first three 
licensed. 
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The Cuarrman. When were you licensed? 

Mr. DeFranceaux. We were licensed last spring. 

The Cuarrman. April of 1959? 

Mr. DeFranceavx. Right. hes 

The Cuarmman. And you have out approximately a million dollars? 

Mr. DeFRrAnceaux. We have about a million dollars out after 
yesterday’s meeting. Our report to you will show that we had less 
than that, but we approved $550,000 worth of loans yesterday, of 
which we will take ourselves $350,000. 

The CuammMan. Yes, sir. 

Mr. DeFranceavx. So it will bring us up roughly to a million 
dollars in loans outstanding. 

We have seen the advantages and disadvantages of the act. Last 
year when you had these hearings we did not testify because we felt 
that we did not know enough about what was going on to really give 
any suggestions. 

The paper which we gave to you does show what we think about it 
at this time. We are heartily in concurrence with the suggestions 
that you have made, and we feel that everything that you have sug- 
gested should be put into effect. 

I wanted to stress several things we feel are needed. One is some 
sort of a statutory reserve against losses. We feel that that reserve 
should be built up as quickly as possible, until it gets up to some point 
that maybe is somewhere between 12 and 20 percent of total assets. 
We feel that the best way to do that is probably to set aside a reserve 
of 30 percent of your net interest income or dividend income until 
it gets up to some statutory reserve, because in this business, we are 
bound to make some loans that go bad, and we need some reserves to 
offset that at the beginning. 

We feel that SBA should participate with small-business investment 
companies in those loans which they are customarily used to making. 
We do not want them to participate with us in equity-type loans, but 
we do feel they should participate with us in the secured type of loan 
that they ordinarily could make if their procedure could be speeded 
up where they could do it speedily. 

We strongly feel we should be able to make any kind of an equity 
investment in a small business concern. This thing of having to make 
convertible debentures and then convert them into stock is a farce. 
We made a loan yesterday where we will immediately convert into 
stock, but we have to go to the debenture route first and then convert 
into stock. We feel we ought to be able to collateralize these convert- 
ible debentures. Again we are making equity-type loans to small 
businesses, and we need all the protection we can get in that respect. 

In regard to 303(b) loans, I do not like the system that SBA is 
using or trying to use in this respect, where they want you to put up 
collateral and advance 6624 against that. If we are ever going to get 
a leverage at all in this, and you cannot really have a successful opera- 
tion unless you do get leverage, we need the security in a more or less 
custodian situation rather than have SBA take out their security and 
loan you 6624 against that, because I think it will hurt us when we 
start borrowing money from other sources, and that should be clarified 
and I believe you fellows are going to be the ones who will have to 
do it rather than SBA, because they have not changed their tone very 
much on that. The fact you do not have to give them the collateral 
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does not mean a thing. If you have to earmark the collateral for 
them, it is going to hurt us in borrowing from other people. 

The restricted stock option has been clarified by SBA, but we still 
have the problem of the SEC there and we will probably need some 
help from Congress in getting relief on the Investment Act of 1940 
so that we can have some stock options, because that is the way we 
can compensate those who have put their time and work into organiz- 
ing and running these particular companies. 

The idea of having a small business concern purchase stock in a 
small business investment company should also be changed, because 
it does not seem right to me to have a company that has to come to 
you to borrow money to operate and then have him buy stock in your 
particular company. Every time I run into an incident where a man 
owns stock in other companies and comes to us to borrow money, I 
tell him if he can sell that stock he should sell it; he has no business 
owning stock in other companies when he needs all of his operating 
capital in his own company. And in every case, practically, we make 
a convertible debenture and the man turns right around and sells his 
stock anyway, so it does not help the situation at all. 

I think that the regulation that limits us to invest our idle funds 
only in securities guaranteed by the U.S. Government should be re- 
laxed a little. I think that maybe they might want us to invest our 
money in Government securities, that money which we have from 
SBA, but I do not think we should be so restricted. 

For instance, we cannot even invest in FHA or VA loans or notes 
of FNMA (Federal National Mortgage Association), or House and 
Home Finance Agency, any of those agencies. We have to deal only 
in those direct Government obligations such as bonds and bills, and 
that is not asking too much, but I think it should be relaxed some- 
what. 


Another regulation that SBA has right at this moment is one 
where—— 

The Cuatrman. You say another regulation. Is the one you just 
have been talking about or is that not written into the law ? 

Mr. DeFranceavx. It might be written into the law. 

In any event, we cannot do it. The SBA at the present time does 
not allow you to lend funds to a company whose principal business is 
lending money. I have seen several instances where we could have 
made Toans that would eventually help small business by lending 
money to firms who, in turn, help small business out in factoring, 
accounts receivable financing, financing their charge accounts, and so 
forth. That restriction, I think, could be relaxed to help out in that 
situation. 

Last year your committee had hearings on the problem of small busi- 
nesses getting locations in shopping centers. I think the small busi- 
ness investment companies could probably help out in this situation 
if some method could be devised where we could act as an insurer of 
leases in that particular situation. 

Actuaries would have to be hired to study the risk involved, and 
a system be devised as to what premiums could be charged, but it 
could be based on what the actuaries find out, and the insurance au- 
thority of the SBIC’s could be based on their capital. But I do 
believe in this particular field SBIC’s could play a very big part in 
helping small businesses get into shopping centers. 
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I just had a case the other day where one of the companies we 
have made a loan to wanted to get into another building. They are 
in the ethical pharmacy business. I think we were able to help them 
by showing that we had loaned them money and were willing to 
lend them more money to get in this particular location, but they are 
competing with a drug chain, and it is a nip-and-tuck deal even 
though I have done everything I can to help them get into this loca- 
tion, because they prefer the stronger credit of the large chain over 
the small drug company. 

I want to mention one thing that is only peculiar to our company, 
and that is this Lenders’ Act of the District. Last year that was in 
the bill and I hope it gets passed this year because I think it is going 
to be a deterrent to any small business investment company operating 
out of the District of Columbia. At the present time we have to oper- 
ate out of our Maryland office in order not to be under the Lendad 
Act of the District. That act was put into effect in the early 1900's 
when there was not anything like a small business investment com- 
pany. It specifically exempts mortgage companies and banks and 
peopie of that sort, but it does not exempt us, and it means we would 

ave to come under that act if we actually loan under the District 
of Columbia laws. 

I believe that summarizes about everything that I have said in my 
statement. I wanted to say that the Small Business Administra- 
tion has shown a lot of cooperation in the past few months. At first 
they were a little slow. I notice now they are getting the licenses 
out faster, and possibly they will be able to get around to some of the 
other administrative problems and speed things a lot better. 

Thank you. 

The Cuarrman. Thank you very much. 

Mr. Stults ¢ 

Mr, Sruurs. Mr. DeFranceaux, do you feel that the compromise 
that you reached with SEC on disclosure now adequately protects 
the investors as well as those companies acquiring financing through 
the Allied SBIC ¢ 

Mr. DeFranceavux. No, I do not think so in every respect. I 
think it is a dangerous situation in these small companies to disclose 
anything. Even though we did not have to disclose to the public 
the actual names of our investors, other furniture manufacturers, for 
instance, were able to pick out right away who this one particular 
company was, and so forth, and it is a very dangerous situation in 
communities to have to disclose any information about small business 
firms. 

In your public company, that is one thing, but if you are not a pub- 
lic company, it is dangerous to have to put out any information con- 
cerning a company going for financing anywhere. If you go toa 
bank for money, no one knows anything about it but a bank, and I 
do not think that we should have to disclose all this information. I 
think we could be general about it in our prospectus itself, but to list 
all this down in there, I do not believe should be done. 

Mr. Srutrs. I notice, according to the rules, that the listing need be 
made only for firms in which over 5 percent of the SBIC’s funds 
are invested. 

Mr. DeFranceavux. Yes. 
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Mr. Sruurs. If you are big enough to have $20 million of capital, 
you would need to list only those firms which had borrowed over a 
million dollars from you; is that right? 

Mr. DeFranceavx. Yes. But how many SBIC’s have more than 
$300,000 2 

Mr. Sruuts. Right. Secondly, but you, because your capital was 
roughly $400,000 had to list every one who had gotten $20,000. 

Mr. DeFrancravx. Well, let us look at it again today. Our capi- 
tal is $1.4 million, roughly. One of the main reasons why we wanted 
more capital was because actually the big need for these small busi- 
ness investment companies is not for the $10,000, $15,000, and $20,000 
loans. The big need is for loans of $100,000 to $300,000, in that 
category. 

So we are right back there again where if you take 5 percent of $1.5 
million, your $75,000 or over loan is still going to be disclosed. 

Mr. Strutts. Furthermore, the loans you made before your public 
stock offering all had to be under $80,000 ? 

Mr. DeFranceavx. That is right. 

Mr. Struts. The minute you got up to $1.5 million, you can make a 
ey different type of loan because you can go up to $300,000; 
right 

r. DeFranceaux. Weare still interested in helping the small man 
down to a $10,000 minimum loan; but yesterday, our applications— 
one was for $275,000; one was for $150,000; one was for $50,000; one 
was for $42,000; and one was for $20,000; and one was for $30,000. All 
of those loans were made or will be made or were approved yesterday, 
so that gives you the idea of the category in which we are making 
them. 

Mr. Sruurs. Thank you. 

The Cuarrman. Mr. Ansberry ? 

Mr. Ansperry. With respect to the insurance of leases, another 
licensee raised a question with SBA where they wished to engage in 
the insurance business generally but exclusively for the people with 
whom they had a iovaaahiieaien relationship. In other words, they 
would handle the insurance of any borrower completely, if the bor- 
rower so desired, not merely insurance of leases but any type of in- 
surance they might need, keyman, fire insurance, or whatever. 

Mr. DeFranceavx. I do not think that should be done. I do not 
like that. That could lead to other abuses. Let us put it this way: 
In that particular field, there are still a lot of insurance agents that 
can take care of a man’s needs. It is not anything that has to be done. 
It might help the income picture but when it does help the income 

icture, it could lead to other problems, and I do not think it should 
be allowed. 

Mr. Ansserry. In your written statement you said that you felt 
frustrated in getting answers out of the SBA on current questions. 
Do you care to go into that ? 

Mr. DeFranceaux. Well, we felt it was rather unusual that it would 
take us 4 to 5 months to get. us an answer to just a simple question. 
Frankly, I do not know whether we have gotten all those answers 
yet, but we have been so busy in the last 60 to 90 days ourselves in our 
underwriting that it has not made too much of a difference. I under- 
stand they have their administration straightened out just a little bit 
where they can do this. But I think where you send a letter into these 
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people asking something that someone else already has, it is not a 
question of a new policy at all, but something someone else is already 
doing, the answer ought to be back in 2 or 3 days. 

Mr. Ansperry. You mentioned lending to other lending companies, 
Do you feel that would be a particularly attractive business to your 
company ? 

Mr. DeFranceavx. Yes. I had to turn down a loan to a farm 
implement company that wanted to set up a subsidiary for this particu- 
lar purpose. I have turned down two others for two other types of 
industries that wanted to set up a subsidiary for this particular pur- 
pose, to help their particular industry or business. And I feel it 
would be attractive, an attractive thing for us, and I think it would 
help out the business itself. 

Mr. Ansperry. Do you feel there is a considerable demand for 
SBIC’s to finance companies to get their manufactured product into 
the hands of consumers ? 

Mr. DeFranceavux. I feelso. Ifthe act could be relaxed a little bit, 
a lot more help could be given to these people without going around 
to the back door, let us say. A factoring company, although in the 
paper it says it only charges maybe 12 percent, charges from 18 to 2%4 
percent to factor paper for these various manufacturers and retailers, 
and so forth. We could do a whole lot better than that for these 
people in conjunction with their business if we were allowed to do it, 
and the subsidiaries are a much better way of doing it. 

Mr. Ansperry. Have you actually turned down any loans because 
you were not permitted to take collateral on a convertible debenture? 

Mr. DeFRranceavux. No, I do not believe we have. But, again, the 
reason why we did not turn them down, probably—I cannot say defi- 
nitely that we turned one down, but I think we would probably have 
been able to work it out because we tried to make this program work 
and we bent over backward and we have done a lot of things and we 
have taken various methods to do it. Maybe because of my experience 
in the lending business over the years, I have been able to work a deal 
out when sometimes it does not seem possible to work it out. But it 
does make a whole lot more work. And sometimes you wake up in the 
middle of the night and wonder if you made a mistake or not. If you 
could only get some security on some of these things, you would bea 
whole lot better off. 

Mr. Purnam. Mr. Chairman, the witness recognizes small business 
has a problem of getting into shopping centers because they lack AAA 
credit ratings. This is a problem the committee has worked on in 
the last year and brought to public attention. 

Do you have any idea as to how SBIC’s could help solve this 
problem ¢ 

Mr. DeFranceaux. I am in a very good position to talk on this 
subject because my main business other than this SBIC, on which I am 
spending 8 to 10 hours a day, is a mortgage banking business and 
we deal with savings banks and commercial banks, and so forth, and 
we make a lot of commercial loans. We have difficulty in getting 
small businesses into shopping centers. 

We also lease in my company. I said before that I do not know 
the exact mechanism that it would be done on. It would take some 
committee or some agency of the Government, I believe, to study this, 
or money paid out to some actuarial group to arrive at the basis on 
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which it could be done, but let us just assume that it came out for 
10 percent of this man’s rent per year you would be able to insure a 
lease. 

Let us assume the man’s lease is for $3,000; that for 10 percent or 
$300 you would be able to insure that lease, and, therefore, that would 
put that in the same category as a major tenant, and then the shop- 

ing centers would have no objection, providing that you did not 
insure more of these leases than a certain ratio of your assets in any 


SBIC. 


This was done in a small way with certain particular industries. 
I remember one industry was this frozen custard and they had diffi- 
culty in getting into locations and they set up a subsidiary, one or 
two companies did, in that particular field, and the franchise operator 
would put into that fund a certain percentage of the lease and they 
would guarantee the lease so that he could go out and get locations. 

So it is not anything new but it has only been done in specialized 
fields. 

. Putnam. Would you like to see the SBIC’s authorized to do 
this? 

Mr. DeFranceavx. Yes, I would, providing it is done on a sound 
basis. You cannot do it without doing it on a sound basis. 

Mr. Purnam. You think SBIC’s and SBA are the proper Govern- 
ment agencies to get into this field ? 

Mr. DeFranceAvx. Well, let us say SBIC’s are the proper form to 
do it. I would like to see the Government stay out of this thing as 
much as possible, as I think you gentlemen do. 

Mr. Pornam. That is all. 

The Cuarrman. Thank you. Anything further? 

Thank you very much. 

(The statement submitted by Mr. DeFranceaux follows.) 


STATEMENT OF GEORGE W. DEFRANCEAUX, PRESIDENT, ALLIED SMALL BUSINESS 
INVESTMENT CorP. 


My name is George W. DeFranceaux. I am president of the Allied Small 
Business Investment Corp. of Washington, D.C., the third company in the coun- 
try to receive a license to operate under the Small Business Investment Act of 
1958. 

I welcome this opportunity to appear before your committee because I believe 
our experience as one of the oldest licensees may enable us to contribute some 
ideas to your thinking on the future of this program. In addition to being 
the third company in the country to be licensed, we were the first to receive funds 
from SBA under section 302(a) of the act to make up our minimum capital 
and surplus, and I will have more to say on that later. 

We were also the first SBIC to make a public offering of its securities after 
having made some investments, and as a result of that offering we sold 100,000 
shares of our common stock. The proceeds of that offering, in the amount of 
$1,017,500 have increased our capital and surplus to approximately $1,440,000. 

Turning now to your letter of January 28 inviting me to testify here today, 
I will respond to your questions in the order in which you asked them. 

It took a long time for us to get our license, some 414 months, but in retrospect, 
I cannot criticize SBA. They were new at this business, as we were, and I 
must say that their staff people worked long and hard to help us over a lot 
of new ground. I am sure we were guinea pigs on many of the early problem 
areas in this program, and I now regard that merely as part of the price of 
being among the very first to receive a license. 

I must say, however, that since receiving our license, we have felt frustrated 
at times in getting answers out of SBA on what we considered rather simple 
questions. For example, we asked that we be allowed to charge a small com- 
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mitment fee when we put money aside for a small business firm for use some- 
time in the future. It was approximately 5 months before we had an answer, 

Maybe SBA is preoccupied now with issuing licenses to new companies, but 
it seems to me that they should be sufficiently experienced in this field now to 
give faster answers on questions of this type. The investment business is a 
fast-breaking business and investment opportunities can be lost forever if we 
have to wait too long on SBA to render decisions. It seems to me that they could 
simplify tueir procedures on a question such as I have outlined, fix responsibility 
in one or two men to give us the answers we need, and let us get on with our 
work. 

I have previously mentioned that as a result of our recent public offering, we 
now have a capital and surplus of $1,440,000. We have at the present time a 
total of $635,000 invested in 11 companies. Of our investments, $156,750 is in 
convertible debentures, with an additional $42,500 committed. 

There is a total of $427,250 in long-term loans and one of our investments is 
in a short-term loan, which totals $51,000 in principal amount. Three of the 
debentures are dated to mature in 5 years and one of them will mature in 10 
years. Of the long-term loans, 10 are for a period of 5 years, 1 is for a period 
of 10 years. The short-term loan was made to protect an earlier investment, 
and will be paid off within 1 year. Most of these investments have an effec- 
tive yield of 12 percent, except for one long-term loan yielding 1044 percent. 

The convertible debentures were acquired from an ethical drug chain, a multi- 
family housing corporation, an engineering and manufacturing concern, and 
a radio station. 

The long-term loans were made to a small machine shop and manufacturing 
concern, a land developer engaged in the installation of community facilities, 
a furniture store chain, a radio station, and another multifamily housing 
development. 

The short-term loan was made to the engineering and manufacturing concern 
that is manufacturing electric generators being used by the Signal Corps. 

In addition to the investments already made, we have on file applications 
for financing totaling approximately $200,000 which we will probably close, 
and applications for financing in the amount of approximately $800,000, which 
we are in the process of reviewing. 

You ask about our public offering. I have nothing to add to what I have 
already said except to say that we had considerable difficulty in becoming effective,. 
largely because of the disclosure requirements under the Securities Act of 1983. 
We filed our registration statement on September 29, but it was not until 
December 1 that we finally received a letter of comment from the SEC. Again, 
because we were the first SBIC to file a registration statement after having 
made some investments, I suppose we had to be the guinea pig. In its letter 
of December 1 the Commission asked for a great volume of information on our 
borrowers to be included in the prospectus, including their names and addresses, 

Our borrowers were extremely reluctant to have their companies identified 
in a document getting such wide distribution as a prospectus, and we sympathized 
with them. They, nevertheless, gave us their permission to list their names 
and addresses, but we were concerned about what such publicity would do to 
our future program. We were afraid that it would close the door for us on 
many attractive investments simply because the small business concerns would 
shun this type of publicity. We took the position with the SEC that sucha 
disclosure requirement could be seriously prejudicial to small business concerns 
seeking financial assistance from us, and not necessarily useful to potential 
investors in our company. Finally, on December 22, SEC advised us that we 
would not have to show the names and addresses of our borrowers in the pros- 
pectus, whereupon we went ahead with our offering after becoming effective on 
January 5. Our prospectus, copies of which are on file with your committee, 
will show that we were nevertheless obliged to include in our prospectus a great 
deal of detailed data on our borrowers where we had more than 5 percent of 
our assets invested. 

Coming now to your request for my views on suggested changes in the law or 
its administration : 

I feel very definitely that SBIC’s should be given a statutory tax-deductible 
loss reserve. The principal has already been established in the savings and loan 
program, but owing to the nature of our operations, and the much greater risk 
inherent in our investments, I believe our loss reserve should be set at a figure no 
lower than 30 percent. Savings and loan associations receive first deeds of 
trust when they advance funds. In our investing of funds, even though we might 
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get security it is of dubious value. We are really furnishing equity financing 
and not first deed of trust financing or other type of debt financing where we 
have a prior claim on a corporation’s assets. If one of our investments went 
bad, it could wipe out all our income for months and possibly years to come. 
There must be some incentive for us to get into equity investments, and the statu- 
tory loss reserve would be an inducement in that direction. 

I feel strongly that SBIC’s should be permitted to participate in loans with 
SBA under section 7 of the Small Business Act but only in those types of loans 
that SBA is now accustomed to granting. If we are not a “bank or other lend- 
ing institution” within the meaning of that section, then what are we? It seems 
inconsistent to me that we, a creature of the SBA, should not be permitted to 
participate with it on loans. I am sure there is no need for me to point out how 
much such participation would accelerate the small business investment pro- 
gram. We and SBA are striving toward the same objective—to channel needed 
funds to small business concerns—we should be full partners with them in this 
endeavor, just as much as any other lending institution is. 

I feel also that we should be permitted to make any type of equity investment 
in a small business concern, not only in corporations but in proprietorships as 
well. Why should we be barred, for example, from becoming a limited partner 
with an unincorporated business? I understand that the Proxmire bill will 
open up new equity investment opportunities, but I think the provisions of that 
pill should be broadened to permit literally any type of investment we can ar- 
range with a small business concern, incorporated or unincorporated. An SBIC 
is put to an unnecessary expense both in time and money by having to negotiate 
a convertible debenture, draw one up and then disburse money, and imme- 
diately thereafter convert into stock—if stock is what you want. 

As for collateralizing convertible debentures, definitely, we should be per- 
mitted to do so. Here again, I understand that the Proxmire bill will clear 
up the debate on this question and permit such collateralization, and I hope the 
members of this committee will lend their weight in support of that provision. 

With regard to section 303(b) loans, I have already referred to the commit- 
ment letter we received from SBA under that section. On October 1, 1959, we 
asked SBA for $216,000 under section 303(b) and offered as collateral portfolio 
securities in which we had invested $257,750. On October 30, SBA sent us a 
letter saying that they would lend us $171,833 or exactly two-thirds the value of 
our investment in the securities offered as collateral. We asked for a 10-year 
maturity, to be amortized through monthly payments of principal and interest 
commencing 6 months from the date of disbursement. SIA offered to lend us 
the $171,833 for a period of 5 years, subject to regular amortization. We did not 
accept the offer. Being barred by law from making loans for periods less than 5 
years, except under special circumstances, we felt that the 303(b) money, if 
taken on the terms offered by SBA, would be of little use to us. 

I believe that SBA should be much more liberal with its 303(b) funds. I do 
not believe they should have the right to take any specific securities from us as 
collateral. If anything, they should take only our debentures as a general 
pledge against our assets. If they are going to insist on taking our portfolio 
securities on the terms they outlined to us it will be impossible for us to reach 
aratio of 4 to 1 mentioned in their regulations. 

Congress authorized $250 million for this program to foster and encourage the 
formation and growth of companies like our own. Only a relatively small por- 
tion of the appropriated funds have been put to work by SBA. I believe they 
have ample legislative authority now to liberalize their own policies on these 
803(b) funds, but in the light of our experience under this section, I believe you 
gentlemen in Congress are going to have to tell them to doit. As time passes, 
the SBA people appear to becoming more and more wedded to the ultraconserva- 
tive approach in the administration of this program. 

Your thought on restricted stock option is an excellent one. When we or- 
ganized our own company we fully expected that we would be permitted to 
grant stock options to the people we needed to run the company, just as virtually 
all other companies do today. But SBA said no. I think definitely, stock 
options ought to be permitted at least for officers, directors, and employees of 
our company. It is the best, the most practical and the most economical way 
for us to compensate the people who devote their time and effort to our business. 
I strongly urge this committee to sponsor legislation which would permit us to 
grant stock options. 

Iam heartily in favor of discontinuing the practice of requiring small busi- 
hess Companies to purchase stock when an SBIC makes a convertible debenture 
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loan. It does not seem right to me that a small business concern which borrows 
capital from us should be required to purchase stock in our company when the 
borrowing firm needs this capital to operate their own business. In almost every 
case it has been necessary for one of the companies which I am associated with 
to repurchase this stock at the same price paid for by the small business firm, 
rather than have them frozen in with an investment they do not really desire, 

That concludes my answers to the questions contained in your letter, and 
now I would like to offer a few suggestions of my own: 

1. At the present time, we are permitted to invest idle funds only in securitieg 
guaranteed as to principal and interest by the U.S. Government. I think this 
policy is much too restrictive. I believe we should be permitted to invest in 
other securities such as VA and FHA loans, and securities of agencies of the 
U.S. Government such as FNMA and the Federal Home Loan Bank Board. Such 
securities would give us much greater opportunity for income in idle funds and 
yet would not put our funds to any great risk. I can see where SBA might 
object to our investment of their money in such securities, but I believe such 
investments should be permitted at least to the extent of the private investment 
in our company. 

I know that your committee recently conducted hearings and issued a report 
on the problems encountered by independent concerns in getting into shopping 
centers. The nub of the problem appears to be that the insurance companies 
and other large lending institutions which finance most shopping centers insist 
on long-term leases from the big national chains or firms with AAA-1 credit 
ratings before they will agree to finance. I believe this could be an area for an 
additional service by SBIC’s. I visualize an arrangement whereby the SBIC 
could insure leases of small, independent concerns to the satisfaction of the 
insurance companies and the other financiers of the big shopping centers. I 
think the authority for us to do that should be written into law and studies 
should be made by SBA or some other authority as to the rates and so forth 
that should be charged for this type of insurance. 

2. At the present time SBA does not allow small business investment companies 
to loan funds to companies whose principal business is that of lending money. 
We have numerous opportunities to invest in companies of this type that assist 
small businesses in the financing of their accounts receivables, inventories, and 
so forth, but in all cases have had to turn the loan down because of SBA policies. 
I suggest that SBIC’s be permitted to make capital available to companies in the 
financing field. 

Finally, I want to mention briefly a problem that is peculiar to us, the only 
company presently licensed to operate in the District of Columbia. The fact is 
that the Commissioners of the District of Columbia have taken the position that 
we are subject to the Money Lenders Act of the District of Columbia, which, 
among other things, requires us to pay an annual license tax of $500. Banks 
and most other lending institutions in the District are exempt by law from the 
Money Lenders Act, and we were advised that it would take another amend- 
ment of the law to permit us to operate fully in the District. Your committee 
was instrumental in having a provision added to the Proxmire bill which would 
exempt SBIC’s from the Money Lenders Act of the District, and we are grateful 
to you for that assistance. That is just one more reason, but a very important 
one for us, why I hope the Proxmire bill will be approved promptly by the 
Congress. 

Thank you very much. 


STATEMENT OF FREDERICK H. SCHULTZ, INVESTOR, 
JACKSONVILLE, FLA. 


The Cuarrman. Next is Mr. Frederick H. Schultz, Jacksonville, 
Fla. Mr. Schultz, will you come around, please, sir. 

Mr. Scuvutrz. Senator, I have a summary here which I would like 
to read, with your permission. 

I am Frederick H. Schultz, an investor from Jacksonville, Fla, 
with diversified holdings in listed securities, real estate, and small 
business. Several years ago I became interested in supplying capital 
to small business in the area in which I live. It struck me that with 
the rapid growth in Florida, there would be an opportunity to get mn 
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on the ground floor of a few small concerns which, over a period of 
ears, could grow into a large successful company. I talked to a num- 

of experienced investors and they all advised me against such a 

course because of the very speculative nature of such investments. 

I must admit that my efforts in the field of small business invest- 
ment have not been as productive as have my efforts in the stock 
market and real estate. 

When the Small Business Investment Act of 1958 was passed, 
[still felt that this field had exciting possibilities. At first glance, the 
tax benefits and the opportunity to leverage with Government money 
made the new program appear very interesting. I talked to several 
other people in Jacksonville who were interested in the program, and 
we tentatively decided to go ahead. 

There were to be 10 stockholders. Each had been successful in a dif- 
ferent field and each had enough money to afford the loss of his 
investment. At this point we were lined up and ready to go, but we 
had in the meantime continued to look over the idea with a critical 
eye. I finally decided that an SBIC was not attractive to me as a busi- 
ness proposition, and so I informed the other directors. Most of them 
felt the same way. None of them argued strongly for going ahead. 

I believe that small business in this country should be helped, and 
I think this help should come from several different directions. The 
most important avenue would be to allow the small businessman an 
income tax exemption for profits reinvested in his business. It seems 
tome that our tax laws are a hodgepodge which fail to take cognizance 
of the fact that stimulation of economic growth is much more im- 
portant to the average person than any form of Government dole. 

Both the worker and the small businessman would be greatly bene- 
fited by a stable, growing economy. One of the best ways to accom- 
plish this is to endeavor to channel funds into investments; giving 
the small businessman an exemption on reinvested profits would be 
most helpful in this regard. 

A second method of encouraging investment would be to allow 
banks to invest directly in small business up to 1 percent of their 
capital and surplus. 

A third method would be to give the individual investor an exemp- 
tion from the payment of a capital-gains tax on any funds which are 
invested in the stock of a aba | business, provided such funds are in- 
vested within a period of 6 months following the sale of the asset 
which created the capital gain, 

A fourth method of increasing investment would be to make the 
SBIC program more attractive, in addition to the capital-gains ex- 
emption mentioned above. 

would suggest that investments in an SBIC by an individual be 
chargeable against his ordinary income for tax purposes over a period 
of 5 to 10 years, such charge to apply irrespective of the success of 
the investment company. Upon sale of the equity at a loss, after ad- 
justment for prior chargeoff, such loss to be chargeable to ordinary in- 
come for tax purposes. 

Upon sale of the equity at a gain, such gain to be considered a long- 
term capital gain for income tax purposes if held more than 18 
months. If held for less than 18 months, it should be considered a 
short-term capital gain. 
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Dividends paid by the investment company should be considered a 
return of capital until dividends exceed the adjusted capital basis; 
thereafter dividends should be considered long-term capital gains, 

The requirement that the borrower must purchase stock in the 
SBIC equal in amount to from 2 to 5 percent of the loan should be 
removed. 

SBIC’s should also be allowed to use types of securities other than 
convertible debentures. Debentures with detachable warrants, con- 
vertible preferred, and straight equity are some of the forms which 
should be included. If the SBIC program is made attractive 
enough, there will be no necessity for Government funds, and these 
should be removed. 

I want to thank you for this opportunity to express my views, and, 
of course, will be happy to try to answer any questions. 

The Cuarrman. Thank you very much. Mr. Stults? 

Mr. Sruutrs. No questions, Mr. Chairman. 

Mr. Ansserry. Mr. Schultz, what was the proposed capitalization 
of your intended small business investment company ¢ 

Mr. Scuutrz. We were going to capitalize at a minimum capital- 
ization, although I might say that each of the people involved could 
have afforded to put in a great deal more, and, had it become neces- 
sary, they were willing to follow up on this investment. 

Furthermore, each of them felt that, should some of the invest- 
ments require additional capital, they would supply this capital on 
an individual basis. 

Mr. Ansperry. Your testimony is that, taken overall, the Small 
Business Investment Act was not sufficiently attractive a business 
opportunity to induce you to proceed. Just what changes would 
have to be made before you would consider it attractive ? 

Mr. Scuutrz. Well, let me say this: In my written testimony and 
in the summary which I have just read, for purposes of brevity I 
have tried to be pretty black-and-white about the situation and, of 
course, it is not a black-and-white thing. I recognize that you have 
to build on the programs and laws which are already on the books. 

I further recognize that what you do with such a program depends 
on just how attractive you do want to make it. 

s the programs stands right now, I think that there are going to 
be companies which are going to be able to operate successfully. I 
think that these will be relatively few. I think that if you want to 
attract a considerable amount of money to this program, then you 
have to make it considerably more attractive, so that my answer de- 
pends, to a certain extent, on how far you want to go with it. 

I have made my answer extreme. I think if you do the changes, you 
would attract quite a number of people to the program, and I think 
this would be good from the point of view of the small businessman, 
because he would have a lot of people to go to and he could get the 
best deal on his proposals if he had a number of these companies to 


o to. 
But I think probably as a practical matter that what I have sug- 
ted you are not going to be able to do because it goes not so far, but 
did want to lay it out. 
I think that it is in the field of tax benefits that you have to work 
if you are going to make this program more attractive. 
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Mr. Srutrs. Right there, tax benefits to the small businessman him- 
self or to the SBIC, or to both ? 

Mr. Scuutrz. Well, it all depends on what points of view you are 
attacking the problem from. If you are trying at this point to say 
what is the best thing for the small businessman, I think the best thing 
for the small businessman is to let him reinvest his profits. If you are 
saying what is the best thing to help this SBIC program, then I think 
you have to consider the investor. 

Mr. Sruurs. Well, for example, the Sparkman bill, S. 59, would 
allow a reinvestment tax credit up to 20 percent of a company’s earn- 
ings, this would make a small 

The CuarrMan. Or $30,000. 

Mr. Struts. $30,000 upward limit. This would make a small busi- 
ness firm an attractive investment for individuals and for SBIC’s; is 
this not true ? . 

Mr. Scuuurz. Yes. I think that is true. But I do not know how 
much it is going to affect the type of investment that will be made by 
this kind of company. 

This is ‘aa to. a venture capital firm, and I think that you just 
cannot ignore the experience that American Research & Development, 
J. H. Whitney, Payson & Trask, and some of those people have had. 
By and large, they have all found that you cannot invest in a small 
company and make it come out. It just does not work for you from 
the equity-capital standpoint. And this is the only way that this pro- 
gram would be attractive to me as an investor. 

The Cuatrman. May I ask this question: Several of the witnesses 
have spoken of tax relief and we have had a great deal of mail at dif- 
ferent times, but I still do not know that I understand just what kind 
of tax relief you would propose. In other words, if we had the task 
of devising and introducing legislation, then you have to get down to 
the specifics. 

Mr. Scuuttz. Yes, sir. 

The Cuatrman. In that case, what would be the specifics that you 
would recommend ? 

Mr. Scuutrz. 1 would say the most important thing would be to 
allow the investor to charge off such an investment against his ordi- 
hary income over a short period of time. This, in effect, is much the 
same type of approach that you get in oil wildeatting where you 
allow him to charge off—you allow the investor to charge off his drill- 
ing expenses and at the same time give him a depletion allowance. 
This gives him some immediate benefits, you see. You, I think, have 
todo much the same thing here. You have to give him some immedi- 
ate tax benefits, and the only way that I have been able to figure out 
that you can do this is to allow him to charge off his investment over 
a period of 5 to 10 years, just as soon as he has made it, charge it off 
against his ordinary income. 

Mr. Srutts. If 1t comes through, he would have only capital gains 
to pay ? 

Mr. Scuutrz. That is correct. 

Of course, you can keep on adding to this sort of thing to make it 
more and more attractive, but I think basically you have to start with 
that particular thing. 

As I say, under the act as it stands, I think you have some com- 
panies that are going to be successful, that have the basic qualities. 
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Electronics Capital Corp.; I know nothing about the people involved, 
but it seems to me that they have the capital, that they have the man.- | 


agement experience in their field, and that they have some of these 
collateral advantages with their mutual fund and their management 
counseling, that this is the sort of thing that is going to work fine, 
But I think it would have worked fairly well without the act, you see, 

The Cuatmrman. Mr. Ansberry ? 

Mr. Ansperry. Do you think it better to give tax advantage directly 
to the investor the way you just outlined or to give tax advantage to 
the small business investment company as a company with the benefit 
to the investor coming in indirectly from the presumed appreciation 
in the value of his stock ? 

Mr. Scuutrz. I think this is a difficult question to answer. I think 
to a certain extent you are dealing with different types of firms or 
investment situations. The individual will many times go into a small 
business, but when he does, at least it has been my experience that he 
almost always asks for control, and, in my opinion, he should have 
control if he is basically going to finance a business. So that in reality, 
he then owns this business. He usually has at least 51 percent of the 
stock. He gets a good number of advantages just from owning this 
company. He can handle it as he wants to, sale, merger, these sorts of 
things. He is very flexible with it. 

He can go into a smaller business than I think the SBIC can. So, 
I think, if you want to benefit the very small businessman, giving the 
tax benefit to the individual investor is going to help him more than 
giving it to the SBIC. 

If, on the other hand, as a matter of national policy, you are try- 
ing to augment the growth of the economy, then I think that the area 
of most rapid growth is in manufacturing companies which have al- 
ready attained a certain size, a modicum of success, and I think that 
those companies can be very much helped by these SBIC’s. 

If you want to help that area, then I think that you have to give the 
tax benefit to the investor in the SBIC. 

Mr. ANsperry. To the investor or to the SBIC? 

Mr. Scuuurz. I think you have to give it to the investor in the 
SBIC. You have given the SBIC a pretty good tax break as it 
stands. Suppose you throw in an extra 15 percent on interest in- 
come, which has been suggested, I do not really see that you are 
helping in an important degree. I think if you would, one thing 
that you might do along that line would be to allow SBIC’s to 
qualify under subchapter S in order to immediately pass on losses 
to the investor directly, to allow him to take the loss immediately 
against his ordinary income. 

But I do not see that you can change the tax benefits to the SBIC 
and make it greatly more attractive to an important degree. 

Mr. Ansperry. There is a proposal actively pressed here by a 
number of the witnesses for a statutory tax deductible bad debt re- 
serve. The suggestion has been ranging from 18 percent to 30 per- 
cent of loans outstanding which should be allowed to build up before 
you paid any income tax in the SBIC. 

Mr. Scuutrz. I think again this is a negative thing. I think that 
again it only helps you—if you are successful, then this is going 
to help you to a certain extent, and it gives you some negative benefit 


—-« pie ee te ee ee, eee ee a, ee OO. Ee ED 





olved, | 


. man- 
these 
ement 
< fine, 
DU See, 


rectly 
ize to 
enefit 
lation 


think 
ms or 
small 
at: he 
have 
ality, 
»f the 
r this 
rts of 


So, 
@ the 
than 


» try- 
; area 
re al- 
that 


e the 


1 the 
as it 
t in- 
1 are 
hing 
’s to 
Osses 
ately 


BIC 


yy a 
t re- 
per- 
fore 


that 
oing 
nefit 


SMALL BUSINESS INVESTMENT ACT—1960 115 


if you lose. But I do not really see that this, that particular thing, 
again, makes it much more attractive as a business situation. 

This is a highly speculative field, and if you are going to get many 
people to come into it, I think you have got to make the gain com- 
mensurate with the risk. I do not think this helps gains importantly. 

The Cuamman,. Anything further? 

Thank you very much, Mr. Schultz. 

(The statement submitted by Mr. Schultz follows :) 


STATEMENT OF FREDERICK H. SCHULTZ, JACKSONVILLE, FLA. 


On August 21, 1958, Congress adopted the Small Business Investment Act of 
1958 with the following declared purpose. 

“To improve and stimulate the national economy in general and the small 
pusiness segment thereof in particular by establishing a program to stimulate 
and supplement the flow of private equity capital and long-term loan funds 
which small business concerns needs for the sound financing of their business 
operations and for their growth, expansion and modernization and which are 
not available in adequate supply.” 

First, let me say that I believe the small businessman to be one of the cor- 
nerstones of our social and economie structure. He is an important source of 
new products and new ideas. He fathers and nurtures the companies which 
are an integral part of our economy and every once in a while the fruit of his 
éfforts brings him into the big corporation class. In recent years, however, 
we have treated him pretty badly. We require him to do a great deal of 
expensive recordkeeping and we strangle him with high taxes in every di- 
rection. The small businessman today must be a tax expert and lawyer and 
if time permits manage the day to day operations of his business, We have 
removed the incentives for the small businessman and as a result have driven 
him to the security of the large corporation. Small business entails a high 
degree of risk. If we expect the young man today to go into business for himself 
we must give him the opportunity to do more than just provide a decent living 
for himself and his family. The large corporation can do this without the high 
risk involved. 

Congress has attempted to help the small businessman with his financing by 
the Small Business Investment Act of 1958. There is no question that small 
business needs financing. I don’t believe that I have ever seen a small business 
that wasn’t undercapitalized. However, I seriously question whether most of 
these needs should be filled. Investment in most small business involves a 
high risk without growth potential commensurate with that risk. I believe the 
Small Business Investment Act of 1958 falls short of its intent in two ways. 
First it has not created a sufficient attractive business situation for the potential 
investor. Second the small business companies that it can be expected to benefit 
are those which by and large can fulfill their needs through sources which 
existed prior to the passage of the act. 

Let us consider the act from the point of view of the individual investor. 
Fifty years ago he was willing to invest in a local small business. There were 
a number of reasons why he was willing to do so. Federal and State taxes 
didn’t eat up his income and capital. The securities markets were dangerous 
and he had only a superficial knowledge of them. He wanted to make invest- 
ments with people he knew—investments that he could follow closely and that 
would benefit his community. Because he had no taxes to pay on his dollars 
he was willing to risk some of them. Today he must invest after tax dollars 
and if he realizes a profit on his investment he must pay another tax. The 
Securities Act of 1933 removed many of the dangers of the securities markets 
and gave him the confidence necessary to invest through this medium. He has 
become aware that his risk is considerably less and his average profit potential 
just as great in a listed security as in the average small business. If he wants 
stability he should not be interested in a small business. The only lure in the 
latter field is the possibility that his investment might be multiplied many 
times if he picks a winner. In order to take advantage of this latter possibility 
a number of venture capital firms have appeared, most of them immediately 
after World War II. Many were created by wealthy men who foresaw tremen- 
dous growth in our economy and who were interested in capital gains. Only 
a few of these firms have been successful. Their experience has been that only 
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a very few companies have sufficiently high growth potential to justify the 
TISK. 

Adequate capital has proved to be a necessity for a number of reasons. All of 
these companies have sustained some operating losses in their first years of 
operation and any profits have appeared in the form of capital gains. Suflicient 
capital must be available to carry the operation until the equity investments be- 
gin to pay off. There is simply not a sufficient return available from interest of 
fees to cover the costs of loan processing, overhead, and personnel. Good man- 
agement will be an absolute essential and experienced, capable personnel is 
expensive. Growing. ventures always seem to need continued injections of 
capital. There must be enough capital to continue to make investments until 
profits can be realized on the initial ventures. 

The problem of realizing these profits has also been a difficult one. Invest- 
ments must be chosen which can be marketed within 3 to 5 years. Control 
has been another stumbling block. Small businessmen are notoriously unwilling 
to surrender it. Yet the venture capital firm must be able to protect its in- 
vestment if management proves to be unable to handle the situation. Venture 
eapital firms have found that a small investment is just as much trouble to 
make and just as much trouble to follow as a large investment. Most of the 
working hours of the mnagers of these firms are spent in advising and keep- 
ing closely in touch with the management of those companies in which funds are 
invested. 

The Small Business Investment Act of 1958 appears to me to foster the 
establishment of a new group of venture capital firms. It has added a few 
tax benefits and a great many regulations but the rules of the game appear 
to be the same. These rules are good management, adequate capital and the 
ability to bring their investments to market. There is nothing to indicate that 
the SBIC’s will be a success where so many venture capital firms have failed. 
In my opinion a few of the SBIC’s set up under the existing law will succeed— 
a great many others will fail. The largest SBIC which has been chartered 
so far operates in a growth field in which it has previous experience. It has 
adequate capital and a trained staff. It is closely connected with a mutual 
fund and a management consultant operation and is therefore a logical exten- 
sion of their activities. It appears to have the necessary ingredients for suc- 
cess over a period of time. But the SBIC chartered with $300,000 in capital 
and surplus would be fortunate to meet any of the necessary qualifications and 
its chances for success are correspondingly slim. 

What then might be done to amend the law to make it more attractive or 
better accomplish its purpose? Let us first consider some possibilities from the 
point of view of the investor. Present tax benefits are three in number. The 
first provides for an ordinary loss deduction on losses incurred by a stockholder 
in a small business investment company whether the loss arises on sale of the 
stock or on the stock becoming worthless. The second grants to a small business 
investment company itself an unlimited ordinary loss deduction on losses which 
it incurs on stock acquired through the purchase of convertible debentures. The 
third gives a small business investment company a 100-percent deduction for 
dividends received on stock which it holds in companies to which it has extended 
equity financing. The first two benefits are negative in that they only become 
operative when losses arise. The third gives only an extra 15 percent over the 
85-percent deduction which any domestic corporation has on dividends received 
from another domestic corporation. One area of possible amendments lies in 
additional tax benefits. In this regard I would suggest that investments in a 
SBIC by an individual be chargeable against his ordinary income for tax pur- 
poses over a period of 5 to 10 years, such charge to apply irrespective of the 
success of the investment company. Upon sale of the equity at a loss (after 
adjustment for prior chargeoff) such loss to be chargeable to ordinary income 
for tax purposes. Upon sale of the equity at a gain such gain to be considered a 
long-term capital gain for income tax purposes if held more than 18 months. If 
held for less than 18 months it should be considered a short-term capital gain. 
Dividends paid by the investment company should be considered a return of 
eapital until dividends exceed the adjusted capital basis. Thereafter dividends 
should be considered long-term capital gains. The investor should also be ex- 
empt from payment of a capital gains tax on any funds which are invested in 
the stock of a small business investment company provided such funds are 
invested within a period of 6 months following the sale of the asset which cre- 
ated the capital gain. I would also recommend that the 1954 Tax Code be 
amended to provide this exemption for investment in any small business corpo- 
ration. A statutory tax deductible loss reserve similar to that now granted 
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savings and loan associations would be helpful as would permission to make any 
form of equity investment in small business and also permission to collateralize 
pusiness convertible debentures. However, these last-named changes would not 
have sufficient impact in my opinion to render the law more attractive in an 
important degree. 

So far as regulations are concerned the recent rulings that a SBIC will not be 
subject to surplus accumulation tax and will also not be regarded as a personal 
holding company remove two important obstacles to the success of the act. A 
further change in the regulations should allow SBIC’s to report only to the 
SBA rather than having to report certain things to the SEC ag well. The entire 
program should be handled by one Government agency. ' 

The situation appears to be much more attractive from the point of view of a 
pank. It seems logical that banks should be allowed to help small companies 
which could be valuable customers in the future just as long as these invest- 
ments are kept to a size commensurate with the safety of the banks’ deposits. 
Banks are professionals in the field of loan processing and credit investigation. 
Pxisting personnel can handle or at least advise the SBIC. Furthermore, there 
are many collateral advantages in that small business seeking capital is also a 
eandidate for the bank’s other services. Break-even operations in an SBIC could 
be worthwhile from a bank’s point of view whereas it certainly would not be 
attractive to the individual investor. The one big drawback is that the entre- 
preneur might become very unhappy if he thought that the bank was unneces- 
sarily forcing him to give up equity. With the tendency of the customer to 
shop loans among several banks it is highly likely that this possibly would be 
suggested by competing institutions. A solution to this problem, although it 
would not come under this act, would be to allow banks to invest 1 percent of 
their capital and surplus in the equity of small business corporations directly 
without going through an SBIC. Banks would be allowed to carry such invest- 
ments as admissible assets at full dollar cost until disposed of or determined 
worthless by discontinuance of operations of the business in which the invest- 
ment was made. The effect of such a change would, in my opinion, be salutary 
but small. I believe that banks would be very slow and careful in making such 
equity investments. 

Another possible area of amendment involves increased Government partici- 
pation. Possibilities include— 

(1) Participation by SBIC’s.in regular SBA loans under section 7 of the 
SBA Act. 

(2) Alteration of the present statutory ratio of Government loans under 
section 308(b) to SBIC’s from 50 percent of net worth to 100 percent or 
more. 

(3) Deferred participations by some Government agency, probably SBA. 

(4) A Government rediscount corporation which would buy SBIC loans 
at a percentage of face value, the SBIC’s having the right to repurchase 
the paper at any time. 

Another suggestion which has been made would lie outside of the scope of the 
Small Business Investment Act of 1958 but would involve the same principle. 
This would look to the development of a program similar to that of the building 
and loan associations. All of these possibilities should be approached very 
carefully. It seems to me that increased Government participation runs the 
risk of creating excesses in the economy which would eventually lead to depres- 
sion. I do not object per se to the use of Government funds in business. I 
think that at the present time it is an area which needs careful scrutiny. In 
the past several years there has been a great deal of talk about the growth rate 
of our economy particularly in relation to that of Russia. Indeed, Mr. Khru- 
shchev has thrown the gauntlet into this particular arena. Basically it is pro- 
duction equipment on which the Nation’s economy growth depends and 
therefore it is important that we continually invest in new physical production 
facilities. In Russia the state forces capital into production facilities in order 
to show maximum growth. In the United States large tax collections and 
Government borrowing act to divert potential investment funds into consump- 
tion. The Russian system, of course, has a number of serious drawbacks—one 
is that to a large extent it removes the elements of individual choice and initia- 
tive. Another is that in the long run gross inefficiencies are bound to arise 
which can create serious difficulties because it takes so long to detect them. 
When one depends entirely on the decisions of a few people mistakes are bound 
to be magnified. Therefore extreme care should be used in increasing the use 
of Government funds in this program. Such a course, I believe, to be fraught 
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with danger both in its immediately effect and in the direction in which it leads 
us in years to come. 

We must, however, find some means of increasing the flow of funds into in- 
vestment if we are to maintain or increase our rate of growth and continue to 
compete successfully with Russia. Increased small business investment is a 
way to do this and at the same time further the interest of an important seg- 
ment of our economy. I would suggest that consideration be given to a three. 
pronged attack on the problem. The first would involve the creation of addi- 
tional venture capital firms under the Small Business Act of 1958. These firms 
supply a necessary and desirable function. I have already suggested a number 
of tax benefits which could make the program attractive enough to compensate 
for the high risk involved. I would also suggest that Government funds be re- 
moved from the program. At first blush the lure of Government money has cre- 
ated a great deal of interest among individual investors but after careful 
consideration their ardor has cooled considerably. The use of Government funds 
in this program to leverage the investment does not as a practical matter 
greatly enhance its attraction. In my opinion the Government funds could be 
better used elsewhere. 

The second part of the proposal would create certain capital gains exemptions 
for the individual investor and also enable banks to invest directly in small busi- 
hess without going through the medium of an SBIC. Finally, and most im- 
portant, the income tax laws should be eased with respect to small business in 
order to restore the incentives needed for further investment and growth. 


STATEMENT OF HOWARD I. GREEN, PRESIDENT, THE SMALL BUSI- 
NESS INVESTMENT CO. OF PENNSYLVANIA, PHILADELPHIA, PA. 


The Cuarrman. The next witness is Mr. Howard I. Green, presi- 
dent, the Small Business Investment Co. of Pennsylvania. 

We are very glad to have you, Mr. Green. Proceed in your own 
way, please, sir. 

Mr. Green. Yes, sir. 

The CuatrMan. We have your statement in full and that will be 
printed in the record, as I previously explained. 

Mr. Green. The time consumed in obtaining our license was ap- 
proximately seven and a half months. 

Our company received the first license in Pennsylvania on Septem- 
ber 4, 1959, and in the 5 months following that, we have received 
811 inquiries, 68 of which resulted in bona fide applications for 
financing. 

Of the 68 applications received, the total amount involved was close 
to $4 million. We have made a lot of noise but not much money. 
We have only accepted one application for $75,000 and even at this 
date, the actual disbursement has not yet been made. 

In connection with what we have done, I happen to have over 
here a reprint of an article which appeared in the Greater Philadel- 
phia Magazine, which is Philadelphia’s answer to Fortune, explaining 
something about our company’s operation to date.* 

We are in a competitive business. Several of our applications have 
been withdrawn. The reasons included our rates being too high, the 
amount of financing offered being inadequate, more favorable terms 
and conditions being available elsewhere—in one case from a com- 
mercial bank and another case a factor, in a third case a commercial 
finance company, and in a fourth case the SBA. 

On a statutory tax-deductible-loss reserve, because of the risk in- 
volved in the types of investments which SBIC’s are making, a loss 
reserve measured in terms of the experience of other lending institu- 





1 See p. 123. 
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tions would be totally inadequate. Until such time as SBIC’s have 
weathered the test of years of operation, and are able to point to 
actual loss experience rather than guesstimates, loss reserves should 
be set sufficiently high that no F ederal i income taxes need be paid. 

On participation “by SBIC’s in reglar SBA loans, it appears in- 
consistent with the constructive intention of the Act that the SBA 

articipates with banks, but refuses to participate with its wards, the 

BIC’s. 

On making other forms of equity investments in smal] business, and 
the collateralization of convertible debentures, I feel that Congress 
should direct the SBA to approve not only the more conventional 
types of equity investments but also any imaginative creation of a 
SBIC which can funnel needed capital into a smal] business concern, 

whether it be incorporated or nonincorporated. The restrictions 
against collateralized convertible debentures is an unreasonable ob- 
stacle not authorized by Congress which prevents our consideration 
of certain applicants. 

We now Nera more than one application for financing pending 
changes which permit collateralized convertible financing. These 
applications will be rejected if remedial legislation is not enacted 
promptly. 

On the alteration of the present statutory ratio of Government 
loans under 303 and whether they should be secured with specific col- 
lateral, in time SBIC’s will undoubtedly be able to command borrow- 
ing ratios of 4 to 1 as outlined under the act. At the present time, 
however, and possibly for years to come, financial] institutions will 
view with extreme parca the repayment ability of SBIC’s. 
It may even be necessary for Congress to authorize an insurance pro- 
gram which would indemnify financial institutions and other lenders 
against loss in making long-term loans to SBIC’s. 

“For the present, however, it is perhaps more important to extend 
to the SBIC’s as much credit as is possible through the SBA. This 
could be accomplished by altering the present statutory rate of Gov- 
ernment loans under < 303 from 50 percent of net. worth to 400 percent. 
of net worth in line with the 4-to-1 ceiling established under the act. 

As SBIC’s are able to command more credit from financial institu- 
tions and others, the initial financing made available to them from 
SBA would gr adually be taken over. 

On the other point, the requirements of the SBA that sections 303 
loans be secured with collateral, postpones by years the SBIC’s long- 
term borrowing ability from financi al institutions and others. It also 
sets a very dangerous precedent in the minds of lenders who would 
justifiably expect collateralization of their loans as a norm. 

Following this theory, if their lending policy is patterned after 
the SBA, dealing not with the face value of SBIC loans but rather 
with the actual cash investment there against, and then only lending 
two-thirds of their value, the 4-to—-1 borrowing ratio becomes mean- 
ingless. 

In relation to the restricted stock options, the failure to provide 
restricted stock options will create an unreasonably heavy cash drain 
on SBIC’s during their earlier years when they are least able to afford 
it because of the necessity of payment in cash rather than kind. 

On other problems, brought out earlier in my testimony, is the 
concept of an insurance program which would remove the risks to 
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banks, institutional lenders, and others who otherwise might hesitate 
to make long-term loans to SBIC’s for fear of the inability of SBIC’s 
to repay. 

The second item: Although the SBA, which is a Federal agency, 
does not use its funds for relending purposes, national banks, which 
are private institutions, are not restricted from dealing with financial 
institutions which use national-bank funds for relending purposes, 

It therefore appears unreasonable that SBIC’s, which are also 
private institutions, should be so restricted. 

The Cuatrman. Thank you very much, Mr. Green. 

Mr. Stults? 

Mr. Srvtts. I have no questions. 

The CHatrman. Mr. Ansberry ? 

Mr. Ansperry. Mr. Green, you required seven and a half months 
to obtain your license and I believe you had discussed before that 
seven-and-a-half-month period forming a SBIC with the Small Busi- 
ness Administration; had you not? 

Mr. Green. Yes. As a matter of fact, technically, I think we are 
the oldest SBIC in the United States because of the date of our 
charter, not by the date of our license. 

Mr. AnsBerry. What was the date of your charter? 

Mr. Green. I think the date was the day after the President signed 
the bill. 

Mr. Ansperry. I see. 

How do you explain the extensive delay? Mr. McCallum testified 
yesterday, I believe, and perhaps Mr. Read, that licenses had been 
issued in as little as 66 days from the date of application. Do you 
have any explanation for why it took you so long? 

Mr. Green. Well, the date between the date of our charter and the 
date of filing our application was necessitated by the delay in getting 
the regulations codified and distributed. We were along with every- 
body else on that point. 

My testimony explains specifically the time schedule over there. 
I cannot account for the delay between January 20, 1959, the date of 
our filing, and May 29, 1959, the date of a letter from the SBA re- 
sponding to the filing. 

Mr. Ansperry. What steps did you finally take to obtain this? 

Mr. Green. Subsequent to May 29? 

Mr. Ansperry. Yes, subsequent to May 29. 

Mr. Green. Well, there was the SEC no-action letter which we 
obtained in relatively short order after that ; amendments that we had 
a file to our application; and, finally, on September 4 the license was 
received. 

Mr. Ansperry. Did you take any other steps to facilitate that? 

Mr. Green. We visited Washington once or twice—I forget if it 
was once or twice—to meet with the SBA and go over this. We vis- 
ited, we were in close communication with our local field office, but 
they were not in a position to help us, as they said all matters were 
referred to Washington. 

Mr. Ansperry. You have testified that you were in favor of the 
program of Government insurance of these loans made by SBIC’s. I 
do not believe you were here yesterday when Mr. Salik of Electronics 
Capital testified that he was in favor of forming a rediscount agency 
similar to FNMA to be called, in his words, the Federal Small Busi- 
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ness Reserve Bank, to rediscount paper. Do you thing this would 
serve much the same purpose as insurance? 

Mr. Green. It would be a constructive answer, but I believe that 
the insurance program itself would remove the necessity for any Fed- 
eral funds. 

If an insurance agency were set up, we could use private funds 
from banks, insurance companies, pension funds, any large source of 
money which would find an SBIC long-term loan an attractive in- 
vestment. 

Mr. Ansperry. Those are all the questions. 

The Cuatrman. Any further questions? 

Thank you very much, Mr. Green. 

(The statement submitted by Mr. Green and reprint from the 
Greater Philadelphia Magazine follow:) 


TESTIMONY OF Howarp I. GREEN, PRESIDENT, THE SMALL BUSINESS INVESTMENT 
Co. oF PENNSYLVANIA; TREASURER, NATIONAL ASSOCIATION OF SMALL BUSINESS 
INVESTMENT COMPANIES 


Senator SPARKMAN. (1) Explain the time consumed in obtaining your license, 
and any obstacles that you encountered which you regard as significant or 
unusual. 

Mr. Green. The proposal (form 414), constituting the initial step in the pro- 
cedure for securing the license, was filed with the Small Business Administration 
on January 20, 1959. The Small Business Administration responded by letter 
dated May 29, 1959, which set forth recommendations for amendments to the 
proposal. One of the items in that letter was a requirement that we furnish a 
“no action” letter to be obtained from the Securities and Exchange Commission. 

On June 3, 1959, we made application by letter to the Securities and Exchange 
Commission for a “no action” letter. On June 8, 1959, we filed amendments to 
the proposal in conformity with the recommendations of the Small Business 
Administration as set forth in its letter of May 29, 1959. In response to the 
amendments to the proposal, the Small Business Administration issued a formal 
notice to proceed by letter dated July 2, 1959. The Securities and Exchange 
Commission replied to our letter of June 3, 1959, by letter of July 3, 1959, re- 
questing additional information. This information was supplied by a letter 
we sent to the Securities and Exchange Commission on July 8, 1959. 

A “no action” letter was issued by the Securities and Exchange Commission 
on August 3, 1959, and on August 5, 1959, we filed the license application form, 
including the “no action” letter, with the Small Business Administration. The 
license was issued by the Small Business Administration on September 4, 1959. 
The total elapsed time was 7% months. 

Senator SPARKMAN. (2) Explain your experience since obtaining, your license, 
including a description of any loans or convertible debenture financing actually 
completed or in an advanced stage of negotiation and an estimate of the number 
of loans and financing applications received. Identities of borrowers need not 
be revealed if deemed objectionable. We should, however, appreciate knowing 
in each case the general business classification of the borrower and the im- 
portant terms of the loan. 

Mr. GREEN. The Small Business Investment Co. of Pennsylvania received the 
first license in Pennsylvania on September 4, 1959. Between then and Febru- 
ary 4, 1960, we received 811 inquiries, 68 of which have resulted in bona fide appli- 
cations for financing. A summary of applications received follows: 
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The accepted applicant was a new corporation established to process fuel. The 
financing took the form of a secured loan for a 10-year period, amortized in equal 
monthly installments with interest at 6 percent per annum. There was a dis- 
count of 20 percent, representing 2 percent a year for the 10-year period. The 
loan was clearly not bankable. 

On the applications withdrawn, reasons included rates being too high; the 
amount of financing offered being inadequate; and more favorable terms or con- 
ditions being available elsewhere: in one case, from a commercial bank; in 
another case, a factor; in a third case, a commercial finance company; and ina 
fourth case, the SBA. 

The quality of the large majority of applications received to date has been sub- 
marginal and there appears to be chronic resistance to effective rates in excess 
of 6 percent per annum. 

Senator SPARKMAN. (3) Explain whether you have made or are actively con- 
templating a public issue of your own securities. If so, please describe. 

Mr. GREEN. We have neither made nor authorized a public issue of our own 
securities. We have, however, given the matter considerable thought and when 
it becomes appropriate to do so, we will consider the matter on a more definitive 
basis. 

Senator SPARKMAN. (4) Explain your views on the following suggested 
changes in the law or its administration: (a) A statutory tax-deductible loss re 
serve, similar to that now granted savings and loan associations. 

Mr. GREEN. Because of the risk involved in the type of investments which 
SBIC’s are making a loss reserve measured in terms of the experience of other 
lending institutions would be totally inadequate. Until such time as SBIC’s 
have weathered the test of years of operation and are able to point to actual loss 
experience rather than guestimates, loss reserves should be set sufficiently high 
that no Federal income taxes need be paid. 

Senator SPpARKMAN. (0b) Participation by SBIC’s in regular SBA loan under 
section 7 of the SBI Act, now prohibited by SBA. 

Mr. GrReEEN. It is inconsistent with the constructive intention of the act that 
the SBA participates with banks but refuses to participate with its wards, the 
SBIC’s. 

Senator SPARKMAN. (c) Permission to SBIC’s to make any form of equity in- 
vestment in small business, removing the present statutory limitation to con- 
vertible debenture; (d@) permission to collateralize, where possible, convertible 
debentures, now prohibited by administrative ruling. 

Mr. Green. SBIC’s should have more latitude in designing financing programs 
for its customers. We should be able to deal in stock, common and preferred, 
stock warrants; debentures, secured and unsecured, convertible and nonconver- 
tible, nor should investments by SBIC’s be limited to these specifics. Congress 
should direct the SBA to approve not only the more conventional types of equity 
investments, but also any imaginative creation of an SBIC which can funnel 
needed capital into a small business concern whether it be incorporated or non- 
incorporated. 

We feel that where the intention of Congress is clear, the matter should not be 
left to interpretation by the SBA, but they should be directed, where possible, 
along specific channels. The restriction against collateralized convertible deben- 
tures, for example, is an unreasonable obstacle not authorized by Congress which 
prevents our consideration of certain applicants. 

We now have more than one application for financing shelved pending changes 
which would permit collateralized convertible debenture financing. These ap- 
plications will be rejected if remedial legislation is not enacted promptly. 

Senator SPARKMAN. (e) Alteration of the present statutory ratio of Govern- 
ment loans under section 303 to SBIC’s from 50 percent of net worth to 100 
percent or more; (f) whether section 303 loans should be secured with specific 
collateral. 

Mr. GREEN. In time, SBIC’s will undoubtedly be able to command the borrow- 
ing ratios of 4 to 1 as outlined under the SBI Act. At the present time, how- 
ever, and possibly for years to come, financial institutions will view with ex- 
treme conservatism the repayment ability of SBIC’s. It may even be necessary 
for Congress to authorize an insurance program which would indemnify financial 
institutions and other lenders against loss in making long-term loans to SBIC’s 
For the present, however, it is perhaps more important to extend to the SBIC’s 
as much credit as is possible through the SBA. This could be accomplished 
by altering the present statutory rate of Government loans under section 303 
from 50 percent of net worth to 400 percent of net worth, in line with the 4-to-1 
ceiling established under the act. As SBIC’s are able to command more credit 
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from financial institutions and others, the initial financing made available to 
them from the SBA would gradually be taken over. 

The requirements of the SBA that section 303 loans be secured with collateral 
postpones by years the SBIC’s long-term borrowing ability from financial in- 
stitutions and others. It also sets a dangerous precedent in the minds of lenders 
who would justifiably expect collateralization of their loans as a norm. Follow- 
ing this theory, if their lending policy is patterned after the SBA (dealing not 
with the face value of SBIC loans, but rather with the actual cash investment 
thereagainst and then only lending two-thirds of said value) the 4-to-1 borrow- 
ing ratio becomes meaningless. 

Senator SPARKMAN. (y) Permission to grant restricted stock options to key 
personnel, now forbidden by administrative ruling. 

Mr. GREEN. The failure to provide restricted stock options will create an un- 
reasonably heavy cash drain on SBIC’s during their earlier years when they 
are least able to afford it. 

In our own situation, the two officers who founded our company did so with 
the expectation that there would be a substantial stock option benefit to them. 
In the formative meetings all stockholders felt that options were fair and 
reasonable. When it was found that stock options were not permitted, the 
modest compensation which was to be paid to these two officers was continued 
temporarily (being called a retainer and an honorarium respectively in order 
not to couple the amount paid with the true worth of the service) it being felt 
that the restriction against stock options would be soon changed. If Congress 
does not act promptly on stock options, then it is obvious that the individuals 
involved will have to be compensated substantially, commensurate with their 
value to the SBIC, and this is something with which a new company should not 
be burdened. 

Senator SPARKMAN. (i) Any other problems of a similar nature which seem 
to you of importance. 

Mr. GREEN. Brought out earlier in my testimony is the concept of an insurance 
program which would remove the risk to banks, institutional lenders and others 
which otherwise might hesitate in making long-term loans to SBIC’s for fear 
of the ability of SBIC’s to repay. 

Although the SBA, which is a Federal agency, does not use its funds for re- 
lending purposes, national banks which are private institutions are not restricted 
from dealing with financial institutions which use national bank funds for 
relending purposes. It, therefore, appears unreasonable that SBIC’s which also 
are private institutions should be so restricted. 

The use of SBIC funds for relending purposes is an important and profitable 
outlet for SBIC’s and it is the type of financing which will benefit the American 
economy. In times of tight money, borrowings of small finance companies are 
very seriously restricted, while borrowings of major finance companies are very 
little affected. The small finance company, therefore, is in a very difficult 
competitive position and the resultant effect is a restriction of credit to its own 
clients or customers who would otherwise enjoy larger, more “income-producing” 
credit lines. By finance companies I include: Commercial finance companies 
and factors, which deal primarily with industrial and commercial accounts; 
sales finance companies, both on the industrial and consumer levels; and con- 
sumer discount companies and small loan companies. 





HELPING Hanp—How Doers a SMALL ComMPANY GET THE FINANCING IT 
NEEDS FOR LONG-TERM GROWTH? ONE LOCAL FirM Tuinks It Has an AN- 
SWER—THANKS TO SOME NEW FEDERAL LEGISLATION 


[Reprinted from Greater Philadelphia magazine, February 1960] 


Swimming across a crocodile-infested river is often easier for a small business- 
man than getting long-term financing. 

While the big fellows are able to steam ahead with celestial ease, money for 
long-term financing of small businesses is hard to come by. Getting funds 
needed for expansion by issuing bonds or stock is fine for the big corporations 
but is usually not a solution for the medium and small companies. 

In the Greater Philadelphia area how can a small company get the money it 
needs for long-term growth in this cycle of tight money? Some businesses go 
to commercial financing companies or factoring firms. 
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UNCLE STEPS IN 


To provide added assistance the Federal Government passed the Small 
Business Investment Act of 1958. First local licensee under the act: The Small 
Business Investment Co. of Pennsylvania. Licensed last September, the equity 
bank is privately owned and operated but is regulated by the Small Business 
Administration. President Howard I. Green calls the act “the most revolu- 
tionary development in small business financing in decades.” 

Here is how the SBIC of Pennsylvania operates : 

To qualify for financing a company must be small, and it must demonstrate 
growth potential. The definition of small varies from industry to industry, but 
it is so broad that it covers a large majority of companies. A gage: Doesa 
company have a larger competitor? 

Two of the three types of financing available are loans, secured or unsecured, 
with maturities ranging from 5 years to 20 years, at interest rates of 6 percent 
a year or more. 

Small businesses can issue 6-percent-a-year convertible debentures to be pur- 
chased by the SBIC. Conversion into common stock is at a price fixed by 
mutual agreement and is based on sound book value at the time debentures are 
issued. 

Equity capital in other forms may, in time, include the purchase of non- 
convertible debentures with warrants attached, the purchase of common or 
preferred stock, and the investment of equity capital in nonincorporated 
businesses. 

At the present time, nonincorporated businesses can only qualify for SBIC 
business loans. They can obtain equity capital by incorporating and dealing 
with the SBIC in convertible debenture financing. 

The capital obtained from the SBIC can be used for any promising growth 
purpose—expanding the sales staff, opening new locations, purchasing modern 
equipment, acquiring other companies, and dozens of others. 

The SBIC may function as consultant on a fee basis. “We have an excep- 
tional group of specialists skilled at handling problems of every nature,” says 
Green. “It is quite possible that small businesses will find our advisory services 
as valuable as our capital funds.” 


MIXED NOTICES 


Since the act was passed in 1958, it has received mixed notices. Some busi- 
nessmen and writers, like Green, called it revolutionary. Others predicted 
sharp operators would rush to organize SBIC’s. When they didn’t because 
of close scrutiny by the Small Business Administration, cries of red tape were 
heard. Last September, business writer Sylvia Porter claimed, “So far, this act 
has been a flop beyond the expectations of even the most cynical.” 

The progress made in the past few months in the Greater Philadelphia area 
indicates that, 2 years after the passage of the bill, the act is providing needed 
help for small businessmen. After several months of organization and process- 
ing of applications, the SBIC of Pennsylvania started funds flowing. By mid- 
January, Green says, some 50 companies had pending applications totaling 
approximately $2 million. 

Business is so brisk, reports Green, that forward projections must be revised. 
Plans are being considered for a public offering of stock in the SBIC. This 
would provide additional capital for financing of local firms. 

At 35, Green has acquired a wealth of savvy that should help the SBIC. After 
World War II, in which he commanded a PT boat in the Pacific, Green headed 
a machinery manufacturing firm for 7 years. He has been in financing for 7 
years, is now president of Fidelity America Financial Corp., United States 
Management Corp., and owner of Green Realty. He is also treasurer and gov- 
ernor of the National Association of Small Business Investment Companies. 

With applications from small businesses pouring into his office, Green has 
little reason to doubt the success of the act. Thanks to the SBIC, he feels, a 
lot of small businesses will grow up to be big businesses. 
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STATEMENT OF HARRY L. SCHEIN, CHAIRMAN OF THE BOARD, 
SMALL BUSINESS CAPITAL CORP., NEW YORK, N.Y. 


The Cuairman. The next will be Mr. Harry L. Schein, chairman 
of the board, Small Business Capital Corp. of New York. 

Come right around, Mr. Schein. We are very glad to have you, 
sir. Proceed in your own way. 

Mr. Scuern. Mr. Chairman and members of the committee, I be- 
lieve that much of what I had in my statement has already been very 
amply testified to. But I will try not to repeat more or less what 
has been gone over already. 

We were probably the first company in New York to file under the 
small business investment program. We got the No. 1 license for the 
State of New York. 

Our applications took a long time going through, but I will say 
this: Since that time, I have filed another application for a company 
in Connecticut, and it only took us about 46 days to get our notice to 

roceed. I think that shows that the Small Business Administration 
is presently processing these applications in an expeditious manner. 
And the delays that we had in the original application, I think, have 
more or less been obviated under the present system in the Small 
Business Administration. 

Our experience in connection with the obtaining of loans, has been 
rather, I would say, rather good. 

We are now either loaned or committed to the full extent of our 
capital, but only on loans. We have not taken any convertible deben- 
tures up to the present time principally because the provision in the 
act requiring you to permit the small business concern—not to admit 
them actually but actually making it mandatory for the small busi- 
ness concern to take between 2 and 5 percent of your stock, and for 
that reason, we have not gone into any convertible debentures. 

Mr. Srutts. Mr. Schein, if the House follows the lead of the 
Senate and passes the so-called Proxmire bill, which would eliminate 
that requirement, would Small Business Capital Corp., of New York 
change its policy and begin making equity investments ? 

Mr. Scuern. Providing the other features of the convertible deben- 
ture provisions were changed to permit you to set up the so-called 
equity deal in any manner that you saw fit, with or without collateral. 
Providing that was done and the 2-to-5 percent feature was eliminated, 
I believe we would be more interested in getting debentures than in 
getting loans. 

Mr. Sruurs. What sort of an equity or collateralized debenture 
would you think would be likely to interest your company ? 

Mr. Scuern. Well, I would say any, where any security can be 
taken that we feel is adequate to protect the loan, whether it be by 
way of personal guarantees of the debtor, which at present I under- 
stand, according to the administrative ruling is prohibited on a con- 
vertible debenture, or where you can take a debenture with a stock 
warrant attached, rather than convertible, or take stock options in 
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addition to your debenture, or have a mortgage on equipment, real 
estate or whatever might be in our opinion necessary to assure repay- 
ment of the debenture. 

Mr. Srutts. So that your company is looking more to the security 
of its loans or investments than, let us say, to the possibility of capital 
appreciation through the capital-gains route? 

Mr. ScuEr1n. I would say they are looking for both, if that is attain- 
able. 

Mr. Struts. If you cannot have both ? 

Mr. Scuern. They would rather have capital gains. 

Mr. Struts. If you cannot have both, you would take the security, 
however ? f 

Mr. Scuern. That is right. 

With reference to tax exemptions for small business investment 
companies, we feel that small business investment companies should 
have the same tax exemptions as Federal savings and loan associa- 
tions, and whatever other advantages the Federal savings and loan 
associations have under their act, we should have under the Small 
Business Investment Act. 

We feel that small business investment companies are certainly as 
close in relationship with the Government of the United States as 
Federal savings and loan associations. 

As a matter of fact, since smal] business investment companies 
have subordinated debentures and operating loans from the Govern- 
ment, they are even in a closer relationship. 

With reference to convertible debentures, I will omit that part 
of the statement because I believe that has been gone through very 
thoroughly, and all I want to say is that I am certainly in favor of 
liberalizing the provisions with respect to convertible debentures, and 
eliminate the compulsory purchase of stock by small business concerns 
in the small business investment company. 

On operating loans, I feel that small business investment com- 
panies, in order to survive, must have operating loans made available 
to them at least four times the amount of their capital. 

I say this “four times” advisedly because for the better part of 30 
years I have had interests in finance companies, and I have not yet 
come across a finance company that could make any appreciable 
amount of return unless they had outstanding three to four times the 
amount of their capital, even with their large interest rates. 

When you take the statements of the larger finance companies like 
CIT, Talcott, Commercial Credit, and you analyze their loans, you 
will find that they have outstanding as much as seven or eight times 
their capital, and the only reason they are able to create the earnings 
they do is because of the large proportion of invested capital, that 1s, 
the small portion of invested capital in relation to their outstanding 
equity. As a matter of fact, I think that the Small Business Invest- 
ment Act recognizes that small business investment companies need 
operating funds of at least four times their capital because they have 
given us that permission to obtain four times the capital in the act. 

But, of course, that permission is only a hunting license, I say, 
because no bank under the present setup, at least I have not been 
able to find any bank, even though we have very good experience 
with our other finance companies, where they have given us 8 and 10 
times our capital, but with Small Business Capital Corp., they would 





it 
id 


un 


Al 


ve 


een 
nce 
| 10 
uld 


SMALL BUSINESS INVESTMENT ACT—1960 127 


ouly go with us, they only went with us, one and a half times our 
capital, and their explanation is that they are first primarily—and 
this is true, whether it is true elsewhere, I do not know, but this hap- 
pens to be true in New York—banks are not interested in giving any 
loans to finance companies, to new finance companies. They feel they 
have enough of a proportion of finance companies on their roster at 
the present time. 

Secondly, they particularly look with disfavor on small business 
investment companies because a banker does not believe that a 5-year 
loan is a safe loan. They do not feel that anything longer than 2 
years is a bankable loan, and the other thing is that they say that you 
would not be in position, as a small business investment company, to 
make the annual clearance which they require to be made in the 
bank each year because your loans are 5 years and you are not going 
to be repaid in time to be able to clean up at least once a year and 
stay out for 30 days, which is what most banks in New York require. 

Therefore, we know that we cannot get our operating loans from 
the banks. I think that is something which we must accept. So that 
the only solution, I feel, would be for the Small Business Adminis- 
tration to make your operating loans under section 303 be four times 
the amount of the capital, and if they do that, then I see no objection 
to their taking the same collateral that we receive as a small business 
investment company as security for the Government loan, and the 
charge that they should make should be the cost of the money to the 
SBA, plus a service charge to handle the administrative details. 

Whether that would make the necessary charge 6 percent, 614 per- 
ment, 534 percent, or whatever it might amount to, I think that unless 
the small business investment companies can get the banking facili- 
ties from the SBA, they cannot maintain a business with the proper 
overhead and the facilities for investigations and everything that is 
required in order to successfully run a finance company, which is what 
the small business investment companies essentially and basically are. 

Mr. Srutts. May I break in right there? Have you read the act, 
Mr. Schein ? 

Mr. Scuern. Yes, I have. 

Mr. Sruuts. Do you see anything in there which says they are sup- 
posed to be finance companies? 

Mr. Schein, does it not say “supplement the flow of private equity 
capital and long-term loan funds”? 

r. Scuern. Well, I think that is part of a finance business. I 
am using the word “finance” in the broad sense, not saying that they 
are to be finance companies of the same type as those presently exist- 
ing. 

The CuarrMan. Mr. Schein, there is a live quorum and I have to go 
to the floor. 

Mr. Stults, I suggest you go right ahead with the hearings. When 
Mr. Schein is completed, suppose you call the next witness to pro- 
ceed, and I shall come back just as soon as I can. 

Mr. Srurts. Well, then you are using the term “finance company” 
to mean something more than a commercial factoring house ? 

Mr. Scuern. That is right. I would say financial institution. 

Mr. Sruurs. What is the term of your loans—how many years? 

Mr. Scuetn. Well, we have made them for the 5 years. 

Mr. Struts. The minimum that is allowed under the law? 
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Mr. Scuern. Yes, we have taken the minimum. 

Mr. Sruuts. Are any of them longer than for 5 years? 

Mr. Scuern. No. We have not made any for longer than 5 years, 

Mr. Sruuts. May they be repaid in less than 5 years? 

Mr. Scurrn. Well, the act so provides. Are you talking about the 
Small Business Capital Corp. ? 

Mr. Sruurs. Yes, sir. In your agreements with your borrowers, 
they are allowed to pay the loans back in a shorter length of time? 

Mr. Scurry. We do not have it within our agreement, but that is 
by statute and I do not think it is necessary to put that in the agree- 
ment. 

Mr. Srutts. Do you expect most of them will keep that money for 
a 5-year term ? 

Mr. Scuet. I do not think so. I think in many instances it will 
be paid considerably before the 5 years. 

Mr. Sruuts. So that your operation right now is not really on those 
loans, at least, a long-term credit operaton ? 

Mr. Scnern. On some of them they are, and I say some of them 
will probably be repaid before the 5 years, judging by their operation, 

Mr. Sruuts. You now have $150,000 subordinated debentures from 
SBA? 

Mr. Scuetn. That is right. 

Mr. Sruuts. Do you plan to ask for an additional $150,000 under 
303 (b) ? 

Mr. Scuetn. We have already filed our application. 

Mr. Struts. So that you will have $300,000 of Government money 
at 5 percent interest ? 

Mr. Scuern. That is correct. 

Mr. Sruurs. You are lending it at 15 percent, except one of them 
at 12 percent; is that correct ? 

Mr. Scuein. That is correct. 

Mr. Sruurs. The margin roughly then is some 10 percent on 
$300,000. Does that give you enough to operate on? 

Mr. Scurrn. That would not give us enough to pay our full over- 
head and personnel and administrative operation. It could only be 
a peosinve operaton if we go to about $800,000 or $900,000. 

r. Sruuts. What does the Small Business Capital Corp. do for 
its borrowers that SBA could not do under the straight SBA loan? 

Mr. Scuern. Well, I think they give them the money a little quicker, 
for one thing; the processing 1s much quicker; and some of them 
might not have passed the SBA because their statements may not have 
been such that the Small Business Administration would have ac- 
cepted it as a borrower. 

r. Sruuts. You think you are making more risky loans than the 
Small Business Administration ? 

Mr. Scuet. I do not think we are making more risky loans, but I 
think we are making loans which the SBA might not make. 

Mr. Srutts. Because of the inadequate collateral ? 

Mr. Scuetn. Because of the—and I say this with modesty, because 
maybe we might understand from having been in the finance business 
for this length of time, we may by analyzing the collateral more than 
the statement, our loans may be less risky than where you just look 
at the statement and give the loan on the statement. 
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Mr. Srutts. You do ask for collateral or personal guarantees on 
your loans? 

Mr. Scuern. That is correct. 

Mr. Sruurs. Mr. Ansberry. I am sorry, Mr. Schein, I thought you 
had concluded. 

Mr. Scuern. On stock options to key personnel it is very difficult 
to obtain the correct administrative personnel we find to manage a 
small business investment company, and I believe that stock options 
are essential as one of the incentives to get good personnel. 

On the length of loans, I feel that the minimum should be 3 years 
instead of 5 years. I think a 3-year loan is a long-term loan, and very 
often you do not want to give a 5-year loan but you feel perfectly safe 
because of the collateral on a 3-year basis, and I think 3 years would 

ive sufficient relief to small business concerns if they could get 3-year 
oans. 

I also find that with respect to interpretations by the Small Busi- 
ness Administration, while I said before that I think that they are 
doing an excellent job now in the checking of the applications, I think 
they are delaying much too long in giving us interpretations and an- 
swers on those things that are required by the statute, such as waivers 
of the restrictions on the self-dealing, and approval of directors which 
is required and things like that. 

In my experience, it has taken us as long as 2 months to get an 
approval of a director which I think should come through in no more 
than 10 or 20 days at the most. 

Now, with respect to prepayment, I think that the law should be 
amended to have some penalty for prepayment. It is manifestly un- 
fair, in my opinion, to permit a debtor to prepay immediately after 
the loan is given, without some penalty. There is a certain amount of 
expense that goes into the setting up of every loan, an amount of over- 
head, and I feel that there should be some provision for or some per- 
mission to have a provision for prepayment penalty that could be 
graduated according to time. 

We could have, and my suggestion is that for 1 year there should be 
no permissible prepayment, except with full interest. After 1 year, 
there should be a penalty of 6 months’ interest ; after 2 years, 4 months’ 
interest; after 3 years, 2 months’ interest; and after 4 years, 1 month’s 
interest. This is to, at least, be able to compensate you for the over- 
head and what you put into each loan. 

In conclusion, I feel that, with these changes and with the proper 
cooperation of the Small Business Administration, this program could 
very effectively create an important additional banking system which 
will supplement and not compete with present banking and finance 
facilities. 

The small business investment companies can truly and adequately 
provide the much-needed facilities, and create for the small business 
concerns substantial profit, earn a reasonable return on their invest- 
ment, be properly compensated for their ingenuity and their ability in 
arranging proper and safe investments, and relieve the U.S. Govern- 
ment of the necessity of giving a special subsidy to a segment of the 
industry, to wit, the small business concerns, that can be properly and 
adequately financed by private enterprise. 
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Mr. Ansperry. Mr. Schein, what is your feeling with respect to the 
suggested amendment to the law to provide a statutory tax deductible 
bad debt reserve ? 

Mr. Scuern. Well, I believe we should have something—I would 
say somewhere around 20 percent or between 20 and 30 percent 
should be permitted. Particul: arly, I think, in our instance, there 
should be 30 percent, because this is a new experience in finance, long- 
term finance and equity capital, and we do not know what reserve is 
necessary. We do not know whether you need a 1-percent reserve 

In ordinary financing I think they have—a 5-percent reserve is more 
than enough. 

Mr. Ansperry. Would you expect to take lower rates of interest in 
the event that you were able to take an acceptable form of equity par- 
ticipation in the company to which you were lending? 

Mr. Scuern. Oh, yes; considerably lower than 15 percent. 

Mr. Ansperry. With respect to prepayment penalties, could not that 
difficulty be obviated without legislation, by means of making your 
loans on a discount basis ? 

Mr. Scuern. Well, I think you could, but I was wondering whether 
you would not be violating the statute that permits pr epayment with- 
out penalty. 

Mr. Ansperry. There has been testimony here this morning by Mr. 
Green that his loans are made on a partly interest and partly ‘discount 
basis, which, from his standpoint, would eliminate this objection. 

Mr. Scuern. Well, I do not know whether that is 

Mr. Ansperry. I have not heard any objection from anybody that 
it was illegal. 

Mr. Scuer. I do not know what would happen if it came to an in- 
terpretation as to whether the adding on of the discount, and the man 
prepays, whether that would not be a penalty for prepayment. I do 
not 

Mr. Srutrs. I trust the committee is not charged with teaching the 
owner of an investment company how to get a little more money from 
the small businessman. 

Mr. Scuetn. Well, I guess not. But I say this: I do not know—I 
think that, frankly, an add-on, where the debtor prepays, is unfair to 
the debtor unless he gets some return when he prepays. 

Mr. Ansperry. That is all I have. 

Mr. Sruurs. Thank you very much, Mr. Schein. 

(The statement submitted by Mr. Schein follows:) 








STATEMENT OF HARRY L. SCHEIN TESTIFYING ON BEHALF OF SMALL BUSINESS 
CAPITAL Corp. WITH REFERENCE TO AMENDMENTS AND CHANGES IN SMALL 
BUSINESS INVESTMENT ACT OF 1958 


On August 12, 1959, Small Business Capital Corp. received the first numbered 
license in New York under the Small Business Investment Act of 1958. 

The company has been under my supervision and management since its incep- 
tion. Up to the present time, they have loans outstanding or committed to the 
full amount of their capital. My experience with the administration of this 
company, contacts with the Small Business Administration and general obser- 
vations regarding the operation of the statutes leads me to suggest the changes 
set forth in this statement and to make observations which I will set forth. 
These changes and observations have been incorporated into a more extensive 
statement which has been sent to the Select Committee on Small Business of 
the Senate. 
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TAX EXEMPTIONS AND OTHER BENEFITS 


Small business investment companies should have the same tax exemptions 
as Federal savings and loan associations and should also have the other ad- 
vantages. Small business investment companies are certainly in as close a 
relationship with the Government of the United States as Federal savings and 
loan associations. As a matter of fact, since small business investment com- 
panies have subordinated debentures and operating loans from the Government, 
they are even in a closer relationship. 


CONVERTIBLE DEBENTURES AND RESTRICTIONS 


The statute presently is entirely too restrictive in permitting equity invest- 
ments only through convertible debentures. There is a need for more flexibility 
to permit any type of equity loan so long as it is, in the opinion of the lender, 
properly and adequately secured, whether it is by way of debenture, trust, in- 
denture, mortgage or any other type of security. This would, of course, neces- 
sitate the repeal of the present administrative ruling (which I think was 
incorrect in the first place) regarding collateral and convertible debentures. 


OPERATING LOANS 


Small business investment companies, in order to Survive, must have operating 
loans made available to them at least four times the amount of their capital. 
This is recognized by the statute which permits such loans to be obtained. 
However, it has been my experience that, due to the nature of the business of 
the small business investment companies in particular and the attitude of banks 
toward finance companies, generally makes this 4-to-1 permission illusory and 
amounts only to a hunting license. The solution is for the Government to make 
these loans available under 3803(b) of the present law up to four times the 
capital on either a secured or non-secured basis at a rate of interest which will 
insure the return to the Government of its principal interest and cost of admin- 
istration. I am suggesting that the rate can be as high as 7 percent because 
that is approximately the rate that finance companies are paying to banks today 
when we take into consideration the 20 percent balance required by the bank 
to be maintained. However, to keep the rate lower to small business concerns, 
the Government could absorb part of the administrative cost and charge 6 per- 
eent. Of course, the rate charged to small business investment companies 
should be in accordance with the money market at the lowest possible cost, and 
if possible, these funds should cost the Government little or nothing. 


STOCK OPTIONS TO KEY PERSONNEL 


It is very difficult to obtain the correct administrative personnel to manage 
a small business investment company. As in all other businesses, incentives 
must be given and stock options is apparently the best way to supply such incen- 
tive at the present time. Other forms should also be permissible. 


LENGTH OF LOANS 


It has been my experience that 5-year loans might be a little long. It cer- 
tainly interferes with obtaining bank credit. A 8-year minimum, in my opin- 
ion, would be adequate to meet the needs of small business concerns. 


RESTRICTIVE INTERPRETATIONS BY SBA 


The SBA has been restrictive in some of its interpretations and in interpret- 
ing the regulations. It is my opinion Congress should declare the policy in the 
statute for liberal instead of strict construction. 


APPROVALS OF CHANGES AND WAIVERS 


The regulations require approval of new directors, waiver of the provisions 
regarding loans to companies affiliated with directors or stockholders or in 
which they have an interest, etc. These approvals are salutory and should be 
required. However, the SBA should have the necessary personnel to give a 
quick answer. It has been my experience that the Administrator is very slow 
in approving or rejecting these items. 
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PREPAYMENT 


The provisions regarding prepayment are manifestly unfair. In setting up a 
loan, there is a certain amount of expense and overhead involved. If a debtor 
is permitted to make prepayment without penalty and the prepayment occurs 
within a short period of time, the amount of overhead expended in connection 
with the loan will not be paid. This is particularly true when you are pre- 
paring a long-term loan, for you adjust your investigation and other overhead 
charges on the basis that you have a 5-year loan in most instances. There 
should be a gradual penalty for prepayment. My suggestion is that for 1 year 
there should be no permissible prepayment except with the full interest. After 
1 year there should be a penalty of 6 months’ interest; after 2 years, 4 months’ 
interest; after 3 years, 2 months’ interest and after 4 years, 1 month’s interest, 
This is only a suggested formula and may be revised. 


CONCLUSION 


With these changes and with the proper cooperation of the Small Business 
Administration, this program could very well effectively create an important 
additional banking system which will only supplement and not compete with 
present banking and finance facilities. The small business investment companies 
can truly and adequately provide the much-needed credit facilities and create for 
the small business concerns substantial profit, earn a reasonable return on their 
investment, be properly compensated for their ingenuity and ability in arranging 
proper and safe investments, and relieve the U.S. Government of the necessity 
of giving a special subsidy to a segment of the industry, to wit, small business 
concerns, that can be properly and adequately financed by private enterprise. 

Mr. Sruurs. I want to apologize on behalf of the Senator, but this 
is the only way we can get through with the quorum calls and the 
other business. 

Mr. McCurrach, certainly to you the committee wishes to apologize. 
I called you on Saturday morning and asked you to come up, since it 
was so obvious that the Greater Small Business Investment Co. of 
Florida had a very fine story to tell. Senator Sparkman asked me 
to assure you that if he does not get back before you are off the stand, 
he is going to read your statement word for word. 

You may proceed. 


STATEMENT OF GEORGE McCURRACH, SECRETARY, GREATER 
SMALL BUSINESS INVESTMENT CO. OF FLORIDA, WEST PALM 
BEACH, FLA. 


Mr. McCurracu. That is very nice of the Senator. As a matter 
of fact, as far as the letter is concerned, I will not bore you by readin 
it in detail. Instead of that, I shall touch on the points that I think 
need my emphasis. 

I think, frankly, the first thing that any SBIC should report to 
your committee is how is business; in other words, how have you 
been doing, what is going on? We have heard a lot of theory, and 
theory is necessary, and philosophy is necessary, but I think, frankly, 
the first thing to find out is whether your act is active. 

Now, we got our license toward the end of November, and between 
setting up our office and establishing our contacts, going out to call 
on the local bankers and others in a position to bring us applications, 
and then the holiday season, naturally, we were slow in starting. But 
we started with the capitalization of $150,000 of our money, $150,000 
of the Government’s money. 











~~ wa we” | 


256 0 AVS m3 


ae 
~~ 


Sat Es 





SMALL BUSINESS INVESTMENT ACT—1960 133 


Now, as of the day before yesterday, we have invested, in the form 
of loans, $280,000. We have considered well over 100 applications. 
We have done a great deal of fieldwork. I have heard since I have 
been here a good deal about applications being considered, commit- 
ments, and so forth. 

I am talking about checks made out now being used by these small 
businesses; they amount to $280,000, and, frankly, our heads are up 
against the wall a little bit because I understand now the loan we 
have asked for, for an additional $150,000 which we sorely need, is 

oing to be delayed just a little bit because they are going to wait, 
i understand, until this hearing is over to establish criteria. 

Mr. Srutrs. That is your 303(b) from the SBA% 

Mr. McCourracu. That is right. The point that I was making here 
which I think is of extreme importance, is how active and how much 
work has been done in the field, and I think our record is pretty good 
and I just wish we had the additional $150,000. 

To go a little further with our setup, once we had started operation, 
it appeared obvious to us that an SBIC, where possible, should con- 
centrate in a particular field of endeavor, because it is too much to 
ask to spray your investment psychology and thinking and reasearch 
into a number of fields. Well, we are located in Florida where one 
of the principal industries is the development of land in the communi- 
ties, and that encompasses a great many different businesses. You go 
all the way from the heavy contracting, grading, paving, water and 
sewer companies, the building of houses, recreational facilities, com- 
mercial buildings, and so forth, so it is a plenty wide enough field, 
and it so happens that in our board of 10 there are 4 of them who are 
professionally in that industry. 

None of the loans we have made, by the way, have been to the bene- 
fit of our members. 

Now, actually, to answer the questions one by one as they come up, I 
will do it just very briefly. 

As far as the cooperation of the SBA is concerned in getting our 
license, in our opinion, it could not have been better. We had great 
cooperation, quick answers, and so forth. 

However, it took us a long while, as you will notice, if you look at 
our records, it took us quite a while before we actually did get our 
icense, and the reason is quite significant. When this program started, 

there was a great deal of enthusiasm and a great deal of interest en- 
gendered and it was also in our area. What happened was we got 10 
men together, each put in 10 percent in that wave of enthusiasm, and 
then they got their pencils and paper out and began to do some 
figuring. Frankly, four of them said that they did not consider it 
a very good program for an investor; they did not see where they were 
going to make any money. They dropped out when it came time to 
put the check up for that reason, and it took us quite a while to go and 
ery other people and get them and then have them screened by 
the SBA. 

Now, I think that it should be said very bluntly that our present 
membership of 10 men is held together by 4 of us who share the 
— of the 4 fellows who dropped out, ee honestly, 


when we start doing the arithmetic, it is not a investment. The 


only way in which we differ from the four fellows who dropped out 
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is, (a) we think this program is meritorious, we think it is more than 
that, we think it is darned important, and (6) we feel that sometime 
soon someone or some group of people who can do so will sit down 
with paper and pencil and figure out how it can be made more ap- 
petizing. 

In other words, we are working hard, I think the $280,000 is pretty 
good in the quick time, and we are going to get another $150,000 from 
you. We still do not know how we are going to make money. 

If you want to go right to the heart of the matter, the fundamental 
point is the ratio of funds available from the Government as com- 
pared with our own investment. We call what we are doing now, 
gentlemen, a pilot operation. If you were to break down the 
arithmetic of the operation we are doing, you could see that no SBIC 
can do the job and make money on the capital of its own $150,000 plus 
SBA money of $300,000. The staff and all the sales expenses and 
other expenses of the hard-trying SBIC would cost a minimum of 
$40,000, the SBA money would cost $15,000 a year. So, on a gross 
income, if you invested your money at 10 percent, you finally end up 
with a loss of $10,000 if everything went along just exactly as you 
planned. 

Now, when you go further, let us suppose that we were going to in- 
vest an additional $200,000. Now, all of a sudden we can only get 
$100,000 against the $200,000, and, frankly, if you take pencil and 
paper out, and you invest all of that and you do get 10 percent on it, 
you are finally going to end up with a loss of $5,000. So now we are 
not as poor as we were before, but we certainly do not have anything 
to compensate for it, not only the investment but the energy in this 
thing. 

I think it is very important to consider exactly what has happened 
in our case here. We worked hard on this thing and it so happens 
we have an office which is donated by one of the stockholders, plus 
the annoying part-time use of his staff, and the three of us on the 
investment have not charged a cent and are piling up any debt. We 
have donated—we figured out one day—it was well over 1,000 man- 
hours. 

Why are we doing this? We are not Boy Scouts. We are doing it 
because this is a pilot operation. We are in this thing; we have gone 
a long way with it, and it is too much for us to conceive of the Gov- 
ernment starting a program which is, we think, essential to the econ- 
omy of the country, and then leaving it at a point where the investor 
and the worker, the operator, cannot possibly make any money with 
it. 

For that reason, we have got this, whether you call it faith or 
whether you call it curiosity, I do not know what it is, but we are 
going to stick around and see what we are going to do. 

I do not mind telling you that if you finally decide not to do any- 
thing, we can sit down and hire a telephone and police the loans we 
have made so far. As they fall due in 5 years, 6 years, whatever 
it may be, fine, our friends will give us more money because we put 
some time in it, perhaps, but we are experimenting with this thing. 
Frankly, we think the experiment has gone far enough and we think 
pretty soon you had better start getting the pencil and paper out and 
figure out how we can make more. 





'i-—- @O~ 


| 


US 


\y- 
we 
yer 
yut 


ng. 
nd 


——_ $$$ _ —~ 


Tc 


SMALL BUSINESS INVESTMENT ACT—1960 135 


Just to take a second, I would like to answer some of the specific 
questions that you have asked, and I hope you have some more 
questions, 

I think your first question, as I recall, under No. 3, was whether a 
statutory tax deductible loss reserve should be built up. I agree. I 
will not dwell on that. Everybody seems to have dwelt on it. I agree 
and I am not the fellow to tell you whether it should be 18 or 30. 
I do not think you can do it in a forum like this. I think you have to 
sit down and figure the thing out pretty carefully and pretty 
professionally. 

Another question was whether permission to SBIC’s to make an 
form of equity investment—well now, of course, they should be “4 
lowed to make any form of equity investment. 

As it so happens, I think that we would continue to use the con- 
vertible debenture method because we think it is a sound one. I 
think we use it in most cases, but why just because we have got the 
letters SBIC under the name, why should you suddenly tell us, “Look, 
if you want to do any equity work with this company, the only way 
you can do it is by this route. We have already run into cases where 
a convertible preferred would have been better. It would have been 
better for the small business, but, of course, we are stymied. 

There is a feeling of our group that the SBIC’s have been rather 
singled out for restriction as against other companies operating in the 
same general field. 

For example, the question of stock options, which I understand has 
been taken up already. Why should something that is called an ad- 
ministrative ruling suddenly decide that in one particular case you 
cannot have a stock option. It seems as though somebody is sus- 
picious. I must point out to you that our activities, so far, are not 
grounds for suspicions. I think they have been rather energetic. 

Now, just to see if there is anything else here I wanted particularly 
to comment on, I think that the basic problem here is the return pos- 
sible to the investor. 

Now, frankly, I am in great awe of this company out on the west 
coast that suddenly raised $18 million. I think we will look up their 
salesman, but that is not the end result of this thing. Frankly, we 
have already prepared our groundwork and we are now taking the 
matter up with an underwriter in New York. I think we may close 
it, and we may try to raise public funds, but if they said to me, “Now, 
look, Mr. McCurrach, if you knew that you could suddenly raise, let 
us say, $5 million from the public, now would that not hold you? 
Why do you worry about the ratio of usable Government funds to 
your investment? Would not that be enough for you?” here is exactly 
the answer I would give them, and I think Mr. Salik would probably 
have to give it, too, and here is the answer: that I am two people. I 
am a stockholder in a company in which I put some money. I am an 
investor. At the same time, I am one of the people actively engaged 
in the corporation of that business. If you asked me that question, 
“Mr. McCurrach, suppose you had $5 million of public money; would 
you need any more money from SBA ?” that part of me which was an 
operator would say, “No, this will do for me, because I am going to 
manage this thing.” And any time you manage $5 million or $16 
million, you have got a lot of managing to do, so I would say to you, 
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so far as the manager is concerned, this takes care of the situation. 

But, as far as the investor is concerned, I am going to say to you 
that the ratio of yield to that investor’s money is no better than it was 
before I raised the public money. What we need is leverage, and you 
cannot suddenly expect, as I think Mr. Schein said before, you have 
got to have a lot of SBIC’s to do your job. I mean the SBA is the 

istributor, we are dealing at the local level, the whole of southeast 
Florida is represented, I think, by the SBA, by an office in Atlanta, 
The Ford Motor Co. who is going to sell cars, they could not settle for 
a distributorship in Atlanta to sell Florida, so there have got to be a 
lot of us fellows and you cannot expect all of us to suddenly go out 
and raise $7 million; therefore, you have got to give us a ratio on 
which to work. 

Mr. Srutts. Is it not true your leverage is less after you raise $50 
million than it is now ? 

Mr. McCorracu. There is no question about it, it is considerably 
less, and one of the things I am particularly surprised at is this: First, 
we set up a pilot operation, $150,000 of our money, $300,000 available 
from the SBA. 

Now, we go out and we doa job. At that point, frankly, I think 
we are somewhat of a risk to you. Now, we go out and invest the 
stuff and we would be delighted to show you our portfolio any time. 
The moment we complete the pilot operation and get ready to do busi- 
ness and get serious, all of a sudden the SBA takes the attitude now 
these fellows are only good for 50 cents on the dollar. It is not the 
way I used to check credits in business, frankly, and there is no doubt 
it is a wet blanket, and I think until something is done about that, I 
do not think you are going to have a large sales force, if I may call 
them that, of SBIC’s doing the job that this thing was set out to do, 
and I do not think you should go by someone having suddenly raised 
$16 million. I mean this year’s Miss America in Wall Street was 
electronics, last year I think it was fuel stocks. All of this is exciting 
and I stand in great awe of it, but it has nothing to do with the funda- 
mental situation. 

If it is a good thing to see that capital is made available to small 
business, then it has got to be made avialable through a dealer who can 
make money himself, and we cannot all of us go out and raise that kind 
of money. I have already been to the local banks. I do not know 
why I bothered, but we will goelsewhere. We will try to get it. But 
I do not honestly see any reason for suddenly giving us 50 cents on 
the dollar when we have just gotten in business and just showed you 
that we are eager to do a great deal more. 

Mr. Srurts. Do you see any chance, as your portfolio seasons, of 
— some more money from the banks? Let us say that they would 
ook at your portfolio and give you better than 50 cents on the dollar? 

Mr. McCurracu. Actually, as far as the banks are concerned in our 
area, I discussed it for the future, and they naturally were very polite, 
I happen to know them, and so forth, but the simple answer when you 
got all through with the bankers’ politeness was, this is not our busi- 
ness, we are in the long-distance lending business and they are in the 
short-distance lending business, and it is as simple as that. 

Mr. Srutts. Do you see any chance of getting it from any of the 
insurance companies, the pension funds, any of these people? 
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Mr. McCurracu. You are mentioning the very things we have down 
on a piece of paper to go into. We are first going into this under- 
writing possibility. Naturally, once we can raise any public money, 
we can go to those people that you are talking about easier, but I must 
repeat that I do not think you can expect your average SBIC to go 
out and raise $10 million or even $5 million, and I think, frankly, that 
what counts in this thing to a certain degree is energy, and an investor, 
I do not think his muscles flex at 50 cents on the dollar. [Laughter. ] 

Mr. Ansperry. Mr. McCurrach, you have done a lot of pencil work 
on this program. What do you think is the minimum economic size 
for a small business investment company ? 

Mr. McCurracu. I have some figures here I am not going to bore 
you with, I would be delighted to, I know there are a lot more people 
to testify. 

Perfectly frankly, I do not think that you can get anywhere with- 
out, as the gentleman said, 4 or 5 to 1 leverage. But I think that 
even then to make money and cover your expenses, I think you have 
got to go all the way to $2 million to $3 million. 

Mr. Ansperry. Of capital ? 

Mr. McCurracu. Of capital, that, of course, that $3 million, in 
turn, would get you three times as much, four times as much, and I 
am stressing again that I do not know the intricacies of Government 
financing, but you know, we are not asking for the money. We do 
not want oe to give it to us, and we want you to make some money 
on it, and, believe me, we are going to invest it carefully and we 
have so far. And I am sure that, with the money that you have al- 
ready loaned us and I hope you are going to lend us, the best thing 
that can happen to you gentlemen, if we had to take over the col- 
lateral, because it is very good collateral, but we cannot do it. at 50 
cents on the dollar. We cannot do it at a dollar for dollar, and I 
will take a pencil and paper with anybody and debate that point. 

Mr. Ansperry. Mr. McCurrach, the SBA, so far as it was able, 
has just reversed its ruling on stock options. 

Mr. McCurracu. I read, someone showed me that—you mean 
they are now acceptable ? 

Mr. Ansperry. They are now acceptable. 

Mr. McCurracu. They are. 

Mr. Ansperry. Provided they are fair and reasonable. 

Mr. McCurracu. I think, frankly, in our case, gentlemen, I think 
we have shown ourselves pretty reasonable, so far. You cannot get 
much more reasonable than zero dollars of income. (Laughter. 

I do want to say to you also there is no question about it, there is 
areal growth potential here. There is a growth potential in equities 
we are going to take. But look, this is not anything you can go to 
an investor with and say, “Look how rich you are going to get.” I 
think Electronics Capital Corp., as I remember, came out somewhere 
around $9, and then I think it went down to $7.50 so some people 
could sell for tax purposes, and now it is up to $17. I paula be 4 - 
lighted with that, if you show me how to do that, I will do that, and 
I will not sit around here, but that is not the purpose of the program. 
The purpose of the program fundamentally is to get money chan- 
neled. They are going to do it and I have great, great respect for 
what they have done so far. 

521076010 











138 SMALL BUSINESS INVESTMENT ACT—1960 


Mr. Ansserry. What do you think of their idea of a Federal smal] 
business reserve bank ¢ 

Mr. McCurracu. I just met Mr. Salik yesterday, and, frankly, there 
is so much literature over here, I think I will be back in Florida before 
I am through and I do not think I am really at this point qualified to 
discuss this. There has been a lot said here about the tax features of 
this thing, and there has been a lot said to our investors, and by some 
of our own investors, to the effect that there is a tax loss provision 
that any losses you get can come out of ordinary income. Well, look, 
fellows, that is not an incentive, that is a consolation prize, 
[ Laughter. | 

We are not looking for consolations. We want to make the profits, 
if you do not mind, and I do not think—look, let us face it, either the 
igen is a good idea or it isnot. We think it is a good idea. The 

arge corporation, he has got Merrill Lynch—no payola here, is 
there—Kidder, Peabody & First of Boston, and so forth. All he 
wants from you fellows is to be left alone. The fellows we talk to 
in the field, men in this business, they are in a business where they pay 
out money early and it takes a long time to come in, in land develop- 
ment, they are conscientious and hard workers, they have got their 
money in this thing and where are they going to go. There are a 
couple down in Florida publicly owned. They are having no trouble, 
but they are guessing ahead. Whether they have any trouble, if the 
need you, the only way they are going to get the money is throu - 
the intelligent, hard work on the part of your salesmen in the field, 
and we cannot get intelligent work from the fellows in the field unless 
they can make some money out of it. 

It is as simple as that. I am sorry if I bored you. But that is the 
story. 

r. ANsBeRRY. What leverage would you think was safe for the 
Government in this program ? 

Mr. McCurracu. Well, that is a broad one. I mean that is a broad 
question and a tough one to answer. I like to think, and I would de- 
bate you, I would like to think in our case, they could go way up 
there, what, 4 to 1,5 to 1. I tell you now, I cannot really see why— 
now, look, the SBA should have every right at any point to say to the 
SBIC, “Look, we do not like what you are doing, you not only cannot 
have 50 cents on the dollar, you cannot have a quarter on the dollar, 
you are through until you straighten matters out.” I am not saying 
that it should be obligatory. I am saying that it should be within the 
scope of the program for the SBA to make funds available to 4 to 1 
ratio. Since I have to give you some kind of an answer, I am stick- 
ing my neck out and saying it is because that is the normal ratio. Not 
because it is the perfect ratio, but banking houses, actually, their 
ratio is larger than this, 4 to 1 I would think do it. But until you 
give us better than we have got, so help me, we are treading water. 

The Cuarrman (presiding). Senator Engle, would you like to ask 
some questions ? 

Senator Enexiz. No, I would not. 

; a CuatnMan. We are glad to have you here. Any further ques- 
tions 

Thank you very much. I am sorry that I was not here for your 
statement. But ¥ amare you, I shall read it with a great deal of in- 
terest. 
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Mr. McCurracnu. Thank you very much, Senator. ; 
(The statement submitted by Mr. McCurrach, together with Febru- 
ary 29, 1960, letter, received subsequent to the hearings, follows :) 


Frsruary 18, 1960. 
Hon. JoHN SPARKMAN, 
Chairman, Select Committee on Small Business, 
U.S. Senate, Washington, D.C. 

DEAR Sir: We appreciate your inquiry of February 1 and we sincerely hope 
that the forthcoming hearing will provide the information and impetus whereby 
the SBIC program can achieve the purposes for which it was originated. We 
are answering your questions in their numbered order. 

1. Eleven months were consumed in obtaining our final license to operate. In 
fairness however, most of the delay was on our side, in that five of our origi- 
nal stockholders dropped out midway in the period and a great deal of time was 
consumed in getting replacements and having them screened and accepted. It 
is significant that four of the five resignations referred to came about when the 
stockholder, after his original enthusiasm had given way to sober arithmetic, 
concluded that, under its present form, the SBIC program did not offer enough 
potential profit to warrant investment. 

We may as well state quite bluntly that our present group of 10 stockholders 
is held together by 5 who do not see any rewards in the program to justify 
either their own investments or especially the time and effort (donated in each 
case with no charge). The only difference between our outlook and that of the 
men who dropped out is our confidence that— 

(a) The purposes of the program are meritorious and supply an important 
need in the country’s economy: 

(b) Some day soon someone in a position to make changes will get out a 
pencil and do some simple arithmetic and will alter the present arrangement 
so as to give the investor the profit incentive he needs. 

2. We received our license to operate on November 19, 1959. From that date 
to now, we have set up our office, launched our publicity and advertising, es- 
tablished our lines of investment “contacts,” and to date we have received and 
processed 94 applications. We have actually disbursed $220,000 in loans but 
we are now in final negotiations on several applications on which we have heen 
working for some while and we expect very soon to double this figure, including, 
we hope, several convertible debentures. 

The small ratio of approvals to applications is, of course, partly due to the 
large proportion of unqualified borrowers that would apply to any lender. How- 
ever, with the limited funds now at our disposal, we cannot afford the staff or 
machinery to handle very small loans, nor can we afford always to make imme- 
diate trips to inspect a few applications that have come from distant points. 
Thus, we are concentrating particularly on the larger applications within the 
State of Florida. 

However we have recently determined that an SBIC can function best by con- 
eentrating its study and its major investments within one or at most a few 
industries. It is neither efficient nor safe to do otherwise. The most important 
growth industry in Florida is the development of land into communities. This 
development encompasses such allied enterprises as engineering, heavy con- 
tracting, paving, water distribution and sewage disposal plants, house and com- 
mercial building, recreational facilities, shopping plazas, ete. The industry 
consists of small- to medium-size concerns and, since the span between original 
expense and first income is wide, there is a real and justified need for funds. 

Since several of our most active members are professionally experienced in this 
field and since it offers such a wide choice for investment in small business in our 
immediate area it is natural that we have chosen to concentrate on it. 

The following actual cases will give some idea of our activities thus far: 

Case No. 1.—Prominent land development company in the fourth year of its 
operation as a notably successful developer of an award-winning community in 
Palm Beach County. This loan was made on commercial property still retained 
by the developer for future sale, and the funds used by the developer to pay 
prime contract bills for street paving, sewer and water extension, and bulkhead- 
ing of waterfront property. This loan made at interest only. 

Case No. 2.—An incorporated utility system, 114 years old in Orange County, 
Fla., in the fast-growing Orlando area. The utility company has plant invest- 
ment and distribution in excess of $350,000, with debt represented by first 
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mortgage of $20,000. This utility system has 100 customers at the present time, 
and is about to receive the benefit of new connections at the rate of approxi- 
mately 40 per month due to an active homebuilding program in the $9,000 to 
$11,000 price bracket now just beginning. The property in question is immedi- 
ately adjacent to the new expressway running from Tampa to Daytona Beach. 
A cloverleaf near this development area makes the area accessible to downtown 
Orlando. The utility operator used the funds to pay amount due on his last 
utility extensions. This loan made at interest only. 

It is expected that additional funds will be loaned this company in the future, 
and we will get equity participation. 

Case No. 3.—This loan made to an active real estate broker/developer on semi- 
improved lots in a close-in location of a large Florida city. The lots used as 
collateral are being held for future sale to two active homebuilders now build- 
ing in the area. The funds received by the developer were invested by him in 
the pioneering stage of a new development in another section of the State in 
which we expect to eventually benefit after the pioneering stage has been com- 
pleted. Loan made at interest only. 

Case No. 4.—This loan made to an outstanding developer who has been in 
the same location for 35 years. He is an acknowledged leader in his commu- 
nity and has high recommendations from local bankers and businessmen alike, 
He has an equity interest in 2,000 acres of property within a municipality on 
the outskirts of a rapid growth area. His property is surrounded by two of 
the most successful builder operators now in Florida. This man also controls 
the utility system and a good portion of a commercial area. His prime business 
is the development of residential property for sale to local builders who buy 
the lots from him completely improved as to street paving, sewer and waterline 
extension, etc. This loan made on acreage to which the utility extensions have 
been run. This loan made at interest only. 

Note: Interest rates on loans that we have made so far have been either 10 
percent or 12 percent. 

3. Our answers are “lettered” according to your inquiry. 

(a) Since loans to and investments in small firms involve a high rate of risk, 
certainly, there must be an allowable reserve and it should be generous. It could 
be reduced later but in this pioneer phase every SBIC is a new venture and the 
loss reserve is an inexpensive source of courage. 

(b) We are not sufficiently versed in this matter to answer it properly. How- 
ever our need is not for investments to make but for funds to invest. 

(c) Why limit SBIC equity investments to convertible debentures? We can 
cite cases where a convertible preferred or outright common would be more 
practical. We certainly have no objection to the convertible debenture method 
and would probably use it most often—but why ban other methods? 

(d@) Where a convertible debenture is used, the debenture is for security during 
a formative period. Why not collateralized? Wouldn’t the SBA want to have 
some specific collateral to fall back on in any cases of disaster? 

(e) This is the heart of the whole matter. The plain obvious fact is that no 
SBIC can do the job it was meant to do and make money on a capital of its 
own $150,000 plus SBA loans of $300,000. The operation of the office, its staff and 
all the sales and other expenses of an aggressive hard trying SBIC would cost 
a minimum of $40,000 per year and the SBA money would cost $15,000 per 
year (at 5 percent). The gross income on $450,000 at 10 percent would mean a 
loss of $10,000 per year, if all went well. 

When the securities of many listed companies are selling at 10 times earnings 
after taxes, why should an investor be interested in less return from a totally 
new venture like SBIC? Yet, in the above example, the whole operation would 
have to run free of charge to achieve this. 

That is exactly how our own SBIC has been run since our first application 
to SBA for a license. Our office is donated by a stockholders (including part- 
time help) and although all stockholders have contributed some time and ef- 
fort, there are four stockholders who have donated well over 1,000 man- 
hours. 

Now, of course, we could get all loaned up and then sit down and merely 
police and collect and perhaps in 3 years we can get paid off for our time and 
run on as long as our original loans and make no more. Is this what SBA 
wants or what Congress had in mind when it passed the SBIC law of 1958? 
The answer, of course, is that SBIC’s are supposed to grow. 
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However, just at the point of our acivity when we should be able to grow 
and profit, the SBA decides to cut the 2 to 1 ratio (of their loan to our invest- 
ment) back all the way to one-half to one. iy 

Let’s see what happens after an SBIC has gone through all the original 
expense and nuisance of getting into business and has undergone all the un- 
profitable exploratory work of getting started with the pilot operation (of $150,- 
000 plus SBA loans of $300,000). Now let’s suppose the stockholders are ready 
to invest another $200,000 to borrow only $100,000 from SBA. Now they have 
a gross income all told of $75,000 and even if expenses increased at only a 50 
percent rate they would total $60,000 plus interest cost of $20,000 so the reward 
for further investment was a loss of $5,000. , 

Obviously, the SBIC would borrow short-term money and possibly other 
money but now the SBA loans are unsubordinated. And money in the gen- 
eral market for new ventures is very costly. 

Even where an SBIC could raise as much as a million dollars the opera- 
tion would run something like this. SBA all unsubordinated loans equals 
$500,000 at 5 percent equals cost of money $25,000 expenses at least $80,000 
or a profit before taxes of $45,000 or about $25,000 after taxes or 24% percent 
return (if a 10 percent gross return could be maintained and everything went 

ell). 

” aay some improvement could be made by supplementing SBA loans with 
ether borrowings, but that is not the point here. The question is the ratio of 
SBA loan to private investment and why, just when the SBIC operators have 
shown they can do a good job at the $150,000 level and after they have under- 
gone all the starting-up expenses and headaches of a new venture—then why, 
at that point, do they become so poor a risk, that their principal source of 
funds offers only 50 cents to the dollar instead of the $2 offered during the risk 
riod? 

SBA should have the right to refuse any further loans whatsoever at any time 
if any SBIC has shown itself inept or inactive or extravagant, etc. However, 
why the arbitrary and sweeping reduction of aid? 

(f) Naturaliy, if we were forced to pledge our collateral to SBA we would 
not be able to use this same collateral to secure private borrowings. This 
would further decrease the available funds for loans or equity to small busi- 
nesses. 

(g) If there were ever a valid reason for the stock option incentive it is 
here. There is not room in the arithmetic of SBIC operations for large salaries 
even to the few who do the work and shoulder the responsibilities. Our own 
group is operating in the black at the moment only because the principles have 
donated some thousand man-hours without charge in the hope that something 
may come of this program. It would seem that those who make the invest- 
ments should be allowed to buy into the rewards of those investments if and 
when they have proven well made. 

Why should something called an administrative ruling suddenly decide that 
an accepted form of executive incentive be withheld from SBIC executives? 

It appears to the writer that, whereas some person or persons originally 
concocted a good method for channeling working funds to small firms through- 
out the country, then, either those persons or others must have seized by a blind 
panic that in some mysterious and devious way investors might make some 
profit somewhere within the program. 

Obviously, the only way to get a lot of individual investors to put their money 
and energies into the SBIC program is to show them that they can make a profit 
by doing so. 

4. We have given a great deal of thought to a public offering of our stock and 
are now discussing the possibilities with an underwriter on a very informal basis. 
We are able to offer an intriguing possibility for capital appreciation in Florida 
land development. This is a “speculative picture” but this is somewhat offset 
by the “ordinary loss” tax feature of SBIC. 

Frankly, we have compiled a good many figures and they add up to this con- 
¢lusion—there is no yield for the investor-operator of an SBIC under the present 
circumstances. At the $150,000 level he has a loss (unless he lends out and 
goes to sleep) and any capital under $3,500,000 would not be sufficiently attrac- 
tive to interest the underwriters. 

On the other hand, if SBA is really interested in setting up dealerships to get 
working capital sensibly distributed to small businesses at the local level then 
let them offer the dealer (SBIC) the use of SBA funds at a proper ratio. 
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At the present time the main so-called incentive in the SBIC program is the 
“ordinary loss” tax feature. This is not in itself an incentive. It is a consola- 
tion prize. Our own SBIC would like to get the potential profit picture in focus, 
This is our idea of an incentive. 

Obviously, there is within each convertible debenture deal the “growth” po 
tential profit which we have not listed in our few examples above. Nor have 
we mentioned the enormous risk involved in taking minority equity positions 
in small closely held firms (need we call to your attention the fact that we can- 
not take majority or even equal positions by SBA regulation?) We have every 
hope of taking convertible debentures wherever they appear sound. So far, our 
only opportunities to do so have been in cases so desperate to borrow that they 
appear hopeless from the beginning. We are sure that we can get into this 
highly desirable method of financing as we go further with our new born project. 
Meanwhile, it requires the leverage to make profits on a loan basis. 

We trust that you will not read any negative attitudes into this discourse, 
The fact is that our group is enthusiastic and ambitious enough to have devoted 
considerable time and effort to our part of this worthwhile program. 

You may find other SBIC’s whose principle activity has been to secure a 
license. This is not the case with us. 

You may find other SBIC’s who formed because their other interests would 
be aided by their SBIC activity. This is not the case with us. 

You may find other SBIC’s formed in the vague hope of finding they were on 
a Government gravy train. This is not the case with us. 

You may find other SBIC’s answering your inquiry with sweetness and light 
and uninformed enthusiasm. This is not the case with us. 

Our enthusiasm can be unbounded if based on some realistic incentive. 


Sincerely, 
GEORGE A. McCURRACH. 


P.S.—We have been told that the Government of Mexico has a program similar 
to SBIC and that they make funds available to the investors at a ratio of 20 tol, 
This is a vivid contrast to the one-half to one now available from SBA. 


a enema 
FrormA CAPITAL CorP., 


West Palm Beach, Fla., February 29, 1960. 
Hon, JOHN SPARKMAN, 
Chairman, Select Committee on Small Business, 
U.S. Senate, Washington, D.C. 

Dear Sir: First, I would like to express my own appreciation and that of our 
group for the very gracious and considerate attention that was given me during 
your hearing on the small business program. 

At the same time I would like to reemphasize our conviction here regarding 
the following points in connection with the program: 

1. We feel that a national effort toward supplying working capital for small 
concerns is not only worthwhile, but is of very great importance. 

2. We feel that the SBA cannot do this job by itself, but that it will require a 
vast number of SBIC’s across the country acting as dealers at the local level and 
under the surveillance of SBA. 

3. We feel that very few such SBIC groups can raise important sums of pri- 
vate funds on their own and if SBA intends to wait for these miracles to occur, 
the whole program will fall apart from inertia. 

4. Obviously, the only incentive that will stir an SBIC to aggressive activity 
is the profit potential yield to the investor. 

5. Ordinary examples in simple arithmetic will show that an SBIC investor 
cannot get satisfactory yield under present conditions. 

6. The only sensible way to lend incentive and impetus to the program is to 
supply a proper ratio of Government lending to investor’s capital. We suggest 
a ratio of 4 to 1, and we would be happy to support this suggestion with arith- 
metic, and we would like to hear any real objections to this formula so that 
we can demolish them with commonsense. 

Frankly, our own group feels rather let down at this point. Starting in late 
December, we have done an aggressive and intensive job, and have made invest- 
ments up to our original $300,000. One day after my return from Washington 
we interviewed four applicants with whom we had started negotiations a few 
weeks ago, and with three of these firms we are anxious to invest, immediately. 
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Now we suddenly learn that the SBA has called a moratorium on 303 loans 
until “they have established criteria for such loans.” 

I am not personally familiar with Government financing. I only know that 
the whole reputation of any lending organization depends on its being able to 
supply funds at the proper time. Since we now have no way of knowing when 
we can get the $150,000 that we were led to expect, I suppose our only choice 
is to close shop. 


As 1 of 10 stockholders who had faith in the Government’s intentions, and as 1 
of 3 members of our group who have donated well over 1,000 man-hours without 
compensation so that we could get our pilot operation underway, I am very 
sorely disappointed. Our group has been in existence only since latter December. 
The SBIC Act was passed in 1958 and the SBA has been in existence for a long 
while. Couldn’t someone have considered criteria before this time? 


It only required our group some 7 or 8 weeks to reach the 303 phase. Must it 
take our sponsors 2 years to consider that phase? 

I hope you will understand that we have had every faith in this program and 
in its need, and our present mood is not one of anger so much as one of disap- 
pointment, and particularly chagrin toward those applicants who have come to 
us in good faith. 


Sincerely, GrorcE A. McCurRRAH, 


Secretary-Treasurer. 


STATEMENT OF RALPH HUNT, PRESIDENT, BLACKSBURG INDUS- 
TRIAL FACILITIES, INC., BLACKSBURG, VA., ACCOMPANIED BY 


JAMES J. PANDAPAS, PRESIDENT, POLY-SCIENTIFIC CORP., 
BLACKSBURG, VA. 


The Cuatrman. Mr. Ralph Hunt, president, Blacksburg Industrial 
Facilities, Inc., Blacksburg, Va. 

Mr. Hunt. And Mr. Pandapas would like to make a statement. 

The Cuarrman. All right, Mr. Hunt, you proceed in your own 
way. You understand that your full statement will be printed in the 
record. Your present it as you see fit. 

Mr. Hunvr. I think it would be simpler and shorter if I read the 
paper and if there are questions, I would be glad to answer them. 

The Cuarrman. Very good, sir. 

Mr. Hunr. Gentlemen, we are privileged to have this opportunity 
to tell your committee what the Small Business Administration has 
meant to our community and to the Poly-Scientific Corp. in particular. 

Blacksburg, Va., is a small college town. About 7,000 population 
with the Virginia Polytechnic Institute, with 5,000 students, as the 
main interest in the community. Such a town is primarily a resi- 
dential town but even so it should have some industry of the right 
kind to help balance its economy. 

Poly-Scientific Corp. is the kind of industry that such a community 
desires, Poly-Scientifice Corp. was started in 1953 with seven em- 
ployees. Its growth has been most outstanding. 


Poly-Scientific Corp. growth 











Date Number of Monthly Backlog of Monthly 
employees payroll orders sales 
Me Ce oye tec 3 os koe os 7 $2, 815 None None 
PE Sn cl ocseune dana akiakeeae igh Nin ates 20 5, 583 $11, 200 $4, 200 
ae EEE e ra as Fe 58 12, 833 42, 300 21, 300 
ik ot ee ee Rs A 8Y 23, 750 76, 000 48, 200 
nn eo | 114 38, 416 219, 811 81, 000 
ae Skee CE uke tana de 208 66, 700 420, 848 115, 312 
January Rs atin ol a eM Eat ie A, 235 69, 000 447, 295 135, 000 
January 1960 ......._.- 245-270 72, 666 625, 000 137, 904 
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Mr. Hunv. The capital stock consists of 2,500 shares of common 
stock, having a par value of $100 per share. It is descriptive of the 
industry we are interested in. 

The latter part of October 1958 this company had outgrown their 
uarters and something had to be done to make it possible for this in- 
ustry to stay in Blacksburg. The owners and the workers wanted 

to stay in Blacksburg but there was no place that was adequate. 

The Chamber of Commerce of Blacksburg interviewed Mr. Panda- 
pas, owner of the company, with the idea of trying to find out the 
needs of the company and what would be necessary to fulfill that need, 

Most of the people of Blacksburg are salaried people, employed by 
the college, and while they live very comfortably, there is no real 
money in the community. After a couple of public meetings, it was 
found that the community felt that they could not afford to see this 
industry move to another location. After several conferences it was 
decided to form a development company to try and raise sufficient 
funds, with a loan, to build a satisfactory building for this industry. 

The Blacksburg Industrial Facilities was organized and stock was 
sold, 1,025 shares at $100 per share. We employed the architectural 
firm of Hayes, Seay, Mattern & Mattern of Roanoke. The plans were 
sent to construction companies for bids. It was estimated that we 
would need a loan of $250,000 and sufficient stock sold in the commu- 
nity to produce $350,000. Local banks could not loan this amount of 
money, and life insurance companies and lending agencies were con- 
tacted. These concerns made lots of promises but when it came to 
making the loan, they had lots of alibis. This project could not have 
been completed if it had not been for the help of the Small Business 
Administration. 

When the Small Business Administration was contacted, they went 
over our building plans, the financial standing of Poly-Scientific Corp, 
and the people who were behind the development company. The loan 
of $250,000 was tentatively approved and when the bids were opened, 
we found that we did not need that amount of money and the loan 
consummated was for $230,000. 

Mr. Strutts. Excuse me, if I might interrupt. That was a loan 
from SBA to the Blacksburg Industrial Facilities, Inc., was it not? 

Mr. Hounr. That is right. 

Mr. Struts. That was a section 502 loan to your own development, 
local development company ? 

Mr. Hunr. Yes, sir. 

Mr. Srouts. Thank you, sir. 

Mr. Hunv. Because we are not using the entire $230,000, which the 

rogram was set up for, instead of liquidating it in 10 years, we will 
fiquidate it in9 years. The Blacksburg Industrial Facility will make 
monthly payments to the National Bank of Blacksburg of $2,440 per 
month. The Poly-Scientific Corp. will pay a monthly rental that is 
adequate to make the payment to the Small Business Administration, 
taxes, insurance, and certain other items of expense with a safe amount 
for extras. 

When you are dealing with a company of the high moral character 
of Poly-Scientific Corp., there are lots of things that can be worked 
out for the betterment of all concerned. The stock was sold under 4 
very unique contract. 

T have a copy of that contract here that the Blacksburg Industrial 
Facilities entered into with Poly-Scientific. 
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The Cuatrman. That is this, is it not, that you gave us? 

Mr. Hunv. Yes, sir, Senator Sparkman; and in this contract they 
are going to buy back the shares of stock from 5 to 10 years begin- 
ning in January 1964 at 6 percent compounded annually, which makes 
a very good investment for the people who have invested in the Blacks- 


burg Industrial Facilities. 

The interest is not paid annually, but when Poly-Scientific picks up 
this stock, they will pay the $100 plus 6 percent interest compounde 
annually, which makes a very good investment proposition. 

(The stock subscription form follows :) 


Stock SUBSCRIPTION FoRM 
No. 2698 


I, the undersigned, hereby subscribe for --..-.---- shares of the capital stock 
of the Blacksburg Industrial Facilities, Inc. I hereby agree to pay the said 
Corporation for each share, the sum of One Hundred Dollars ($100.00) within 
80 days after I am notified by the Treasurer or the Secretary that this subscrip- 
tion is due. It is expressly understood and agreed that no stock is to be issued 
to me until the amount of this subscription is paid in full. 

sc cade ee acc a [SEAL] 

UO AS TAC cecicnwenna GOP OF adc ccsneanecdeancae , 1958 at Blacksburg, 
in the County of Montgomery and State of Virginia. 

Instructions.—Print below the name or names of those to whom you wish 


the certificate issued. 


SALES AGREEMENT WITH THE POLY-SCIENTIFIC CORPORATION 


I, the undersigned, having subscribed for and having agreed to take _________~- 
shares of the capital stock of the Blacksburg Industrial Facilities, Inc., enter into 
this Agreement with the Poly-Scientific Corporation and agree as follows: 

In consideration of the premises, the mutual covenants herein contained, and 
other good and valuable considerations, I agree to sell all of these shares of stock 
to the Poly-Scientific Corporation on any date after January 1, 1964 for my 
original cost of the Stock plus a 6% per annum increase in value less any divi- 
dends that will have been paid me before the date of sale. Within 30 days after 
Iam notified by the Poly-Scientifiec Corporation that it is ready to exercise its 
option and to fulfill this Agreement, I will deliver my stock certificate to the 
offices of the Poly-Scientific Corporation and upon payment of the amount hereby 
agreed to, surrender the certificate properly executed. 

As a part of the consideration of this Agreement, the Poly-Scientific Corpora- 
tion enters into this Agreement by obligating itself to execute this option and 
Agreement to purchase this subscriber’s stock between January 1, 1964 and 
December 31, 1968 for the amount stipulated above. It is expressly understood 
and agreed that the Poly-Scientific Corporation does not have to purchase this 
stock before December 31, 1968 and it does not want to purchase this stock before 
January 1, 1964. However, in the event of serious illness, accident or other 
catastrophe occurring to the subscriber after the stock is issued which creates 
extreme financial hardship, the Poly-Scientific Corporation will purchase this 
stock for the following prices within 30 days after it receives a properly certified 
notice of this. 

Table of prices that Poly-Scientific will pay 


One year after the date of stock issue___________________- $106. 00 
Two years after the date of stock issue--__._.____-_________. 112. 36 
Three years after the date of stock issue________________ 119. 10 
Four years after the date of stock issue______.___________ 126. 25 
Five years after the date of stock issue__._._._._._.._._____ 133. 83 
Six years after the date of stock issue__________________ 141. 86 
Seven years after the date of stock issue_._.....__._...__- 150. 37 
Eight years after the date of stock issue____.___._________~ 159. 39 
Nine years after the date of stock issue____._._._.__.....__ 168. 95 


Ten years after the date of stock issue__._.__.__.__.__._.______ 179. 09 
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Note.—The price that Poly-Scientific will pay for each share between above 
listed even years will be pro-rated. 

MTD SO OU a cee SE aE Reta eae eee ee , 1958 at Blacksburg 
in the County of Montgomery and the State of Virginia. 


Ri Bh eoostene ie [SEAL] 
Instructions.—Signatures of the owner or owners must be affixed to this Saleg 
Agreement rather than the subscriber, if these are different. 
PoLy-ScIENTIFIC CORPORATION 


President, 
[SEAL] 
a 
Secretary. 
Instructions.—Sign both copies of the Subscription Form and Agreement and 
return in the enclosed envelope. 


No. 2698 

Mr. Hounv. This project in our community could not have been 
successfully carried out if it had not been for the fine cooperation of 
the company, the chamber of commerce, the town council, the inter- 
ested citizens of the community, and the real help of the Small Busi- 
ness Administration. 

This project not only means a lot to the community in a financial 
way, with its approximately $80,000 monthly payroll, but it means 
a lot in what might be called intangibles. For example, Poly-Scien- 
tific Corp. gives employment to students working their way through 
college. Several wives of married students work at the plant, making 
it possible for these young people to complete their education. The 
plant allows students to work on different shifts, part shifts and 
irregular days. Some of these students that have worked at the plant 
while going to school are employed full time upon graduation at a 
good salary. This plant gets help from some of the professors at 
the college. 

As a taxpayer and a citizen having a very keen interest in the 
proper development of a small town, I feel that the Small Business 
Administration, in making loans to small business companies, is mak- 
ing a real contribution to our economy. We, in Blacksburg, appre- 
ciate what your committee has done for our community. 

I would like to present Mr. James J. Pandapas, owner of Poly- 
Scientific Corp. 

The Cuarrman, All right, Mr. Pandapas. 

Mr. Panparas. Mr. Sparkman and gentlemen of the committee, 
I have also presented a written statement. I think reading this would 
be somewhat redundant. You have it for the record. I believe pos- 
sibly I could serve a better purpose answering any questions you gen- 
tlemen may have. 

The Cuarrman. All right, sir, your statement will be printed in 
full in the record as if you had given it.* 

Senator Engle. 

Senator Eneix. No questions. 

The CuarrmMan. Mr. Stults. 

Mr. Sruurs. Your company, almost simultaneously with the 
Blacksburg Industrial Facilities, Inc., received another SBA loan 
for your own operations; is that correct ? 


2 See p. 150. 
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Mr. Panpapas. Yes. Would you like for me to read that part of 
my statement ? 

Mr. Sruuts. Yes, sir, I would. 

Mr. Panpapas. The second phase of Poly-Scientific’s financial prob- 
lem was encountered after the plant was assured; it concerned the 
financing needed for additional equipment and training of more per- 
sonnel. We negotiated with many lending institutions in an attempt 
to borrow the estimated $200,000 needed, offering mortgages on every 
asset that the corporation or its principals owned as collateral. 

After failing to negotiate such financing with all other sources, 
we applied to the only friend left, again the Small Business Admin- 
stration. In due time, after much negotiating, a bank-participation 
loan for $200,000 was also approved. It was not simple—they tied 
up everything Poly-Scientific owned or would acquire until the loan 
was paid—and it similarly tied up, by personal endorsement of the 
principals, everything they personally owned or would acquire. But 
we did get the needed money—that was the important thing. 

In conclusion, gentlemen 

Mr. Sruurs. I would like you to read that last paragraph of your 
statement. I think that is a very good statement. 

Mr. Panpapas. This case is, in my opinion, an excellent illustration 
of how a small, private enterprise, with the cooperaton of a progres- 
sive community and the assistance of the SBA, can accomplish results 
beneficial to all concerned: to a young company which has demon- 
strated that it deserves to survive and prosper; to its employees who 
enjoy opportunities of employment that might not otherwise be avail- 
able to them; to the college community, the economy of which the 
surviving concern helps balance; to the small investors who were 
given a chance to participate in the local enterprise; and not. least, 
to Poly-Scientific’s customers and participants in our country’s de- 
fense effort by the assurance that these highly specialized, critically 
needed scientific products will continue to be available. 

Mr. Srutrs. Without the SBA your company might well have 
gotten too successful and been forced right out of business; is that 
correct ¢ 

Mr. Pannaras. Yes, that could have been a possibility. 

Mr. Srurrs. So that is not just a hypothetical case you are pre- 
senting, it is a very real case of a young, growing, successful business 
that had no place else to go? 

, Mr. Panparas. Gone beyond its resources, is a good way of putting 
it. 

Mr. Hunt. I might say, Mr. Stults, these people started out in a 
small store building on College Avenue. Then they operated in a 
garage that had moved another place, which was not suitable for 
their work but nevertheless was a place to work. They outgrew that 
and then they rented a store building in another location. Then a 
fourth store building, so they were really located in four different 
places, which is not economy, economical for a manufacturing con- 
cern such as they have. And that $60,000 payroll in Blacksburg, a 
communty of 7,000 people, which is a residential community, college 
town, so to speak, has meant a great deal to our community and our 
economy. 
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Mr. Sruurs. Did you find that SBA was able to give you rather 
prompt help on your 502, or did you have a fair amount of spinning 
of wheels? 

Mr. Hunt. I thought they gave us very prompt help. The only 
sort of trying time we had was that they did not give us a definite 
answer until we had spent a good deal of money for architectural fees 
and getting the contractors and getting the bids and we had just 30 
days to find out whether we could or could not, and I must confess 
it was just a little bit trying on the nerves. 

While they assured us they thought we would get the loan, they 
were not absolutely certain, but our relationship with SBA has been 
fine. 

Mr. Ansperry. Mr. Pandapas, did you consider approaching a 
small business investment company with respect to your growing 
equity needs? 

Mr. Panpapas. No, sir. As far as I know, there was no small 
business investment company in our immediate area, and I understood 
that they were—they were supposed to confine their investments to 
their immediate geographical area. I do not know whether that is 
true or not. 

Mr. Ansperry. That is incorrect. In any event, there is one in 
Richmond, Va., which has as its area of operation the entire State of 
Virginia. 

Mr. Panpapas. Does it have ample resources to consider needs of 
our size ? 

Mr. Ansperry. Its stockholders are four of the largest banks of 
Virginia and the Norfolk & Western Railway. 

Mr. Panpapas. That ought to be enough. 

Mr. Ansperry. That is all. 

The CHarrman. What happened to the SBA loan? Is it still out- 
standing, or was this stock issued for the purpose of taking that up? 

Mr. Panpapas. There were two loans, sir. There was one loan 
made—— 

The Cuamman. I am talking about the one to your company. 

Mr. Panpapas. The one made to our company was secured by mort- 
gages on our equipment. 

The Cuarrman. I know you said it tied everything up and then I 
noticed you had a stock issue. How much did you raise that way? 

Mr. Panpapas. The stock issue was made before we applied for 
either of the loans. 

The Cuarmman. It was? 

Mr. Panpapas. Yes. Everything we had was in the company be- 
fore we borrowed a dime. 

The Cuamman. So that the SBA loan is still outstanding? 

Mr. Panpapas. Yes, sir; it is. 

The Cuatrman. And the loan, of course, to the local development 
company, of course, is still outstanding ? 

r. Panpapas. Yes. 

The Cuarrman. And the stock issue was by the local development 
en with an agreement on your part to buy it ? 

Mr. Panpapas. Repurchase. That is correct, sir. 

The CuatrmMan. Let me see now, if I get it straight, you pay & 
rental ? 
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Mr. Panpapas. We pay a rental of $3,300 a month. 

The CHarrMan. $3,300 a month ? 

Mr. Panpapas. That is correct. Which is enough to pay the in- 
terest and repayment of the loan. 

The Cuatrman. And amortize the loan ? 

Mr. Panpapas. And pay the taxes, and so forth. 

The Cuarmman. What about the stock? Is that in addition to 
that ? 

Mr. Panparas. The Poly-Scientific Corp. is obligated to pick up 
the stock of the Blacksburg Industrial Facilities in a period ones 
5 and 10 years after the stock was issued, and to pay the investor or 
the owner of this stock a nominal 6 percent return. 

The CHatrrMan. Yes, sir; and how much does that amount to? 

Mr. Panpapas. This is a little over $100,000. 

The CuHarrMan. $100,000 in stock? 

Mr. Panpapas. That is correct, sir. 

The Cuamman. In other words, you will retire that, plus 6 percent 
interest annually ? 

Mr. Panpapas. Well, we do not start retiring that until 5 years 
after the stock was issued. 

The CuarrMan. You do not start until 5 years? 

Mr. Panpapas. That is correct, sir. 

Mr. Srutrs. Will that be retired or will you be a stockholder in 
Blacksburg Industrial Facilities ? 

Mr. Panpapas. Yes; eventually the Poly-Scientific Corp. will own 
the Blacksburg Industrial Facilities, Inc. 

Mr. Sruurs. You can make loans then to other people from that ? 

Mr. Panpapas. We do not propose to; no. 

Mr. Sruuts. You do not propose to? 

Mr. Panpapas. Blacksburg Industrial Facilities was organized with 
specific purpose of building this building for the Poly-Scientific 


orp. 

Mr. Srutts. I see. 

The CHarrMan. It was organized for the purpose of holding your 
company ¢ 

r. Hunt. We were interested in keeping this company in town. 

The Cuarrman, Yes, sir; and then you will buy it out, and, for all 
practical purposes, it will go out of business; will it not ? 

Mr. Panpapas. Yes. 

The Cuatrman. And, if another one comes along, they will or- 
ganize another one ? 

Mr. Panpapas. That is right. Or, at least, I hope they will. 

Mr. Hunr. Yes. 

The Cuarrman. I would like to say this: Yesterday when the SBA 
officials were testifying, I sought to emphasize this type of loan, 
which I am afraid has been largely overlooked by many, many people 
throughout the country, many communities that could very well make 
use of it, and for the committee I would like to say that we are de- 
lighted to have the story of this successful use of a section 502 loan. 

Any further questions? 

Mr. Hunt. Senator Sparkman. 

The CHarrman. Yes. 














150 SMALL BUSINESS INVESTMENT ACT—1960 


Mr. Hunt. It has been a very thrilling experience to me. Of the 
1,025 shares of stock that we sold at $100, there was practically no 
solicitation made except in public meetings; and, of the stock sub- 
scribed, there were only 5 shares that were not picked up when we 
asked for cash on the line, which I think shows just how much inter- 
est the community had in this organization, and what a high-class 
organization the Poly-Scientific Corp. really is and what it meant to 
the community. 

The Cuatrrman. What was that money used for? 

Mr. Hun. The $100,000 ? 

The CHarrMan. Yes. 

Mr. Hunt. Well, we—— 

The Cuarrman. Did that match, was that used to supplement the 
502 loan ? 

Mr. Hounrt. It helped us buy land, to organize, to supplement this 
loan, and to do the job. 

Mr. PaNnpapas, 4 think I can further clarify that, sir. The proj- 
ect, the building, and the land, cost $330,000. The loan was origin- 
ally for $230,000. ‘This other $100,000 was the equity the corporation 
has in the buildings. 

The Cuarrman. Yes,I seethat. Mr. Ansberry ? 

Mr. Ansperry. Professor, how many tockboldets do you have in 
Blacksburg ¢ 

Mr. Hunv. 175, 173. 

Mr. Ansperry. Would you feel it necessary to make clearance with 
the Securities and Exchange Commission 4 

Mr. Hunt. Pardon? 

Mr. Ansperry. Did you make clearance with the Securities and 
Exchange Commission ¢ 

Mr. Panpapas. No. We were advised that that was not necessary. 
Not with the Securities and Exchange Commission. With our local 
State corporation commission we did get clearance. 

Mr. Hunt. We thank you very much. 

Mr. Ansperry. Thank you very much. 

The CHarrman. Thank you. Mr. Pandapas, since you did not 
read your complete statement, it will be placed in the record at this 
201nt. 

(The statement submitted by Mr. Pandapas follows :) 


TESTIMONY OF JAMES J. PANDAPAS, PRESIDENT OF THE POLY-SCIENTIFIC Cokp., 
BLACKSBURG, VA. 


Mr. Chairman, gentlemen of the committee, I am pleased to appear before 
you to describe how the Small Business Administration has helped one small 
manufacturing concern. 

The Poly-Scientific Corp. is a young, privately owned company engaged in 
the design, development, and manufacture of miniature electromechanical com- 
ponents used by many of the country’s manufacturers of navigational instruments 
principally used in the guidance of aircraft and missiles. Virtually 100 percent 
of its products are for our Nation’s defense effort. 

It was organized in 1953 in a little laboratory shop with seven young people, 
an idea, a little capital, and a lot of American “‘spunk.” With this modest start, 
it grew steadily and soundly, expanding into several vacant store buildings in 
downtown Blacksburg, Va., until, in the fall of 1958, it employed some 200 
people, was shipping at the rate of $100,000 a month and had a backlog of close- 
to $420,000 of unfilled orders. 
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This is when the Poly-Scientific Corp. faced its most critical challenge; the 
picture was briefly this: It had survived the early problems most new enter- 
prises face—customer acceptance of its products was enthusiastic; its organi- 
zation had proven its ability to perform effectively and profitably ; its capitaliza- 
tion, around $300,000 at that time, had proven adequate; the prospect for more 
growth was assured; in short, it had come through the dangerous infancy every 
enterprise faces and was maturing in a truly gratifying manner. 

The only disquieting fact was that the stockholders had exhausted their 
cash resources and were not able to support further growth of this company, 
no matter how much continued growth was desired and needed; either it had to 
get outside financial help or freeze the size of the company at an artificially low 
level. It chose the more dynamic alternate to keep growing even if this meant 
seeking outside assistance. 

First, we went to our local banks, who, with the help of a larger correspondent 
pank, arranged to loan us 80 percent of our accounts receivables. This helped, 
put was not enough to finance an expansion to fill the steadily growing demand 
for our company’s products. Our backlog was growing alarmingly, reflecting our 
inability to increase our manufacture at a rate to match the increased orders. 
The problem rapidly became critical. Our four small facilities were so over- 
crowded that we simply couldn’t squeeze additional capacity into them even if 
we found the financing for additional equipment, personnel and working capital. 
We recognized the following needs before we could possibly expand: 

(1) We would need a new, efficient, 35,000-square-foot plant to house ex- 
panding operations under one roof. 

(2) We would need long-term financing to enable us to purchase the 
needed additional equipment and machinery. 

(3) We would need more working capital to finance the training of addi- 
tional personnel. 

We tackled the most difficult problem first—that of a plant estimated to cost 
between $325,000 and $350,000, an amount that exceeded our net worth. An 
easy solution would have been to accept one of the proposals made by various 
communities in other parts of the country to let them build us a facility on very 
attractive terms as an inducement to have us move into their communities; but 
we had many reasons why we didn’t want to leave Blacksburg, Va. In addition 
to the usual reasons, Poly-Scientific enjoyed a very attractive cooperative ar- 
rangement with an educational institution located in Blacksburg, the Virginia 
Polytechnic Institute, more widely known as VPI. Also, all of the staff loved 
this attractive little community in the hills of southwest Virginia and none of 
us wanted to move if we could avoid it. 

Determined to stay in Blacksburg, we started the “ball rolling” by visiting one 
of our bankers, presenting the problem, acquainting him with the out-of-town 
offers and asking him to help us keep the Poly-Scientific Corp. in Blacksburg. 
He pointed out that there was nothing his bank could do to help us further but 
that he realized that the prospect of losing Poly-Scientific with its important 
payroll was a serious subject for our small town. He asked permission to pre- 
sent the problem to the local chamber of commerce; this resulted in an open 
meeting of interested townspeople. It was my pleasure to address this group, 
at which time I acquainted them with the entire subject, making it crystal clear 
that Poly-Scientific didn’t want anything for nothing, but that we had to have 
anew plant which we couldn’t afford to build ourselves. 

The meeting formed a committee to meet with us to work out a plan whereby 
the citizens of the town could help provide such a needed facility. At its first 
meeting the committee evolved this unique plan: 

(a) A corporation would be formed with proposed capitalization of be- 
tween $100,000 and $150,000, with its purpose the construction of a plant 
for lease to the Poly-Scientifie Corp. 

(b) After this proposed corporation was properly capitalized, it would 
arrange for a mortgage loan on this said facility in the amount necessary to 
complete the project. 

(c) Poly-Scientific would lease this facility for 15 years at a nominal 
rental, adequate to provide for payments on the loan, interest, taxes, and 
all other expense. 

(d) Poly-Scientific, in order to eventually own this plant, would enter 
into agreements with all stockholders to purchase their stock in this new 
building corporation between 5 and 10 years after the stock was issued for 
par of $100 a share plus 6 percent per annum. 
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The program went through as planned. In a matter of weeks, over $100,000 
was pledged by the citizens of the community and employees of the company, 
Thus, the Blacksburg Industrial Facilities, Inc., was formed, architects were 
chosen, a plant site was selected, and in the spring of 1959 a contract was let for 
the construction of the building. 

The only real “hitch” was finding someone who was willing to make the neces. 
sary $250,000 long-term mortgage loan to this corporation for this special-purpose 
industrial building in a nonindustrial town. Our banks were forbidden from 
doing this by national banking laws, insurance companies were simply not inter. 
ested in this unusual project, and all other commercial lending institutions 
approached turned us down for various reasons. 

As a last resort, the corporation applied to the SBA. Had it not been for the 
Small Business Administration agreeing to participate with and guarantee the 
participation of our banks, the entire project could have died. In this case, the 
SBA was a lifesaver of this excellent project in which a small community rallied 
to help save one of its small industries. 

To conclude the story on this phase of our financial problem, the building 
was completed on November 14, 1959, and Poly-Scientific started moving in on 
November 15. By now the installation of our operations are complete; we cur- 
rently employ 250 people with a payroll of over $1 million per year and are en- 
joying efficient operations under one roof and with improved working conditions, 
In the short while we have operated with these comparatively ideal conditions, 
the increased overall efficiency has not only enabled us to absorb our moving and 
starting up cost, but has also made painless our $3,300 a month rental, 

The second phase of Poly-Scientific’s financial problem was encountered after 
the plant was assured; it concerned the financing needed for additional equip- 
ment and training of more personnel. We negotiated with many lending institu- 
tions in an attempt to borrow the estimated $200,000 needed, offering mortgages 
on every asset the corporation or its principals owned as collateral. After 
failing to negotiate such financing with all other sources, we applied to the only 
friend left, again the Small Business Administration. In due time, after much 
negotiationg, a bank-participation loan for $200,000 was also approved. It 
wasn’t simple. They tied up everything Poly-Scientific owned or would acquire 
until the loan was paid—and it similarly tied up, by personal endorsement of the 
principals, everything they personally owned or would acquire. But we did get 
the needed money. That was the important thing. 

In conclusion, gentlemen, this case is, in my opinion, an excellent illustration 
of how a small private enterprise with the cooperation of a progressive com- 
munity and the assistance of the SBA can accomplish results beneficial to all con- 
cerned, to a young company which has demonstrated that it deserves to survive 
and prosper, to its employees who enjoy opportunities of employment that might 
not otherwise be available to them, to the college community, the economy of 
which the surviving concern helps balance, to the small investors who were given 
a chance to participate in the local enterprise, and not least, to Poly-Scientific’s 
customers and participants in our country’s defense effort by the assurance that 
these highly specialized, critically needed scientific products will continue to be 
available. 

Gentlemen, I thank you. 


The CHarrman. Mr. Hunt, I understood you to say there was a 
copy of the contract. Was there a contract other than the stock sub- 
scription? Is thatthe contract you were speaking of ? 

Mr. Hunt. Yes. 

Mr. Panpapas. Does the bottom part of that not provide—I thought 
that was part of it. Maybe I erred. 

The Cuarman, I thought the rental contract was in. 

Mr. Hunt. No. The rental contract is not with it. 

The CHarrman. Good enough. That has already been put in the 
record and we will call our next witness, Mr. Elliott Davis, president, 
Alliance Business Investment Co., of Tulsa, Okla. ' 

Come right around, Mr. Davis. We have your prepared statement 
and we will print it in full in the record. You proceed as you wish. 
I do want to suggest to our witnesses and also to our panel that we 
speed it up somewhat, because we have four more witnesses. 
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STATEMENT OF ELLIOTT DAVIS, PRESIDENT, ALLIANCE BUSINESS 
INVESTMENT CO., TULSA, OKLA. 


Mr. Davis. My name is Elliott Davis, and I am a small business- 
man and president of Alliance Business Investment Co., specializing 
in the loan aspect rather than the debenture approach. 

We organized our group to make money. I am happy to say that 
I think at the end of the first year’s operation we will show a profit. 

The CHarrman. When will that be ¢ 

Mr. Davis. Our year will end in August. We will have to make a 
final fiscal closing statement for March 31 but at the end of the first 
full year’s operation, we hope to show a profit. 

The Cuairman. I hope that is true. 

Mr. Davis. The trend at the present time is that we will show a 
profit. é at 

The Cuatrman. Very good. I hope it materializes. 

Mr. Davis. We sold our SBIC to our people on the theory that we 
could develop a leverage of 10 to1. This was the only way that we 
could justify a minimum company. 

We intended to use this as a pilot, which I will explain shortly. If 
it was successful, then we intended to go into a full-fledged effort. 

This act is, in my opinion, the greatest single effort that has ever 
been expended by our Government to aid small business. If it is not 
the success as originally planned, it may be possible that the esti- 
mates were too optimistic. We have created a new financial medium 
here, relatively simple in itself, but it cannot operate by itself. It 
must clear the Securities and Exchange Commission and the Small 
Business Administration. It must hurdle financial prejudices devel- 
oped over centuries. It must search for new young leaders. It must 
notify the masses. It must develop its own financing channels for 
hypothecation, and it must search for its own investment funds. 

The small businessman is urgently in need of this program, and if 
we can strip it of its excess baggage so that it can accomplish its 
mission, we will have done a great job. 

I have nine specific recommendations to make, but before I get into 
that, I would like to mention one word with reference to my experi- 
ence with the SBA. 

We made our formal application and obtained a license within 90 
days. We could have done it within 75 days. Now this is from pro- 
posal to finished license, ready to do business. 

This chronology, which took several paragraphs here, would reveal 
that the SBA agency and their representatives know what they are 
doing, they are dedicated and they are sold on its benefits, and they 
are aware of the weaknesses of the act. Certainly, their recommenda- 
tions should be given very careful consideration. 

The recommendations that I make, I would like to list now, and 
then I will broaden those. 

(a) Eliminate entirely any responsibility by the SEC to police 
the SBIC Act and place this responsibility as it was intended in the 
hands of the SBA. 

(6) Authorize a statutory tax-deductible loss reserve similar to 
that granted savings and loan associations and such other treatments 
creating tax savings incentives. It is important to bear in mind that 


52107—60——11 

















154 SMALL BUSINESS INVESTMENT ACT—1960 


ee are being asked to do what normal finance channels will not 
0. 

(c) Authorize the participation of SBIC’s in regular SBA loans, 

(7d) Permit SBIC’s to make any form of equity investment or 
guarantee of lease or commitment to small business which will assist 
small business to grow and prosper. 

(e) Authorize SBIC’s to collateralize or protect their advances 
in any manner, especially convertible debentures. 

(f) Eliminate entirely the present statutory ratio of Government 
loans under section 303. The Government may have to show the 
banks that this mediume is a sound approach for the use of limited 
amounts of bank funds. 

The SBA had to show the banks when they started, and now, I am 
happy to say, in our city the banks will work with them. But in the 
initial phases, they had to fight for everything they were able to get 
out of the banks. The banks at all times considered them competitors 
and usurpers. 

Allow the SBA within the amount available to them unlimited 
advances, provided they are adequately secured and the total of all 
hypothecations do not exceed a sum equal to four times the statutory 
capital of the SBIC. 

(q) If section 303 loans will be limited if specific collateral is not 
pledged, then specific collateral should be pledged, because every- 
thing must be done to move these funds which are available into the 
small business channels where they were intended to work. 

(h) Stock options and other incentives to induce aggressive busi- 
nessmen into this effort is a must. We must fight to bring business- 
men into this effort. 

(7) Greater educational effort directed to cities and States must be 
expended to inform them of the development act. I would suggest 
that SBIC’s be permitted to service such loans and they would sell 
the Bo ram. 

The basic facts that we have uncovered in our operations are as 
follows: 

We have only made long-term loans, and, although our proposal 
mentioned that we plan to allocate 50 percent to long-term loans and 
50 percent to convertible debentures, we advised Washington, when 
they required us to strike the clause, “on a secured basis,” which fol- 
lowed our debentures, that this ruling of what constitutes a deben- 
ture was one person’s viewpoint and would eliminate us from this 
market. We are small business. We operate a small, local sporting 
goods retail chain, and I am a geologist and independent oil producer. 
I would never dream of loaning to anyone such as myself on a 5-year 
basis unsecured and the ruling that a debenture must be an unsecured 
loan is in error; the act makes no mention of this, and this has been 
one of the principal problems encountered by others. Any trans- 
actions with small, inexperienced business must be completed with the 
greatest of care and protection for the principal. A wild loan or 
debenture purchase often does a disservice to the small business as well 
as the lending of equity capital. 

We have made to this date only long-term loans. We will not 
consider any debenture deals until such time as we are able to secure 
them. 
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We have had over $7.5 million in applications in the past 5 months, 
but only recently have we felt that we are getting our message into 
the hands of the people who need us and whom we can help. We have 
only just scratched the surface, and part of the problem is that we 
are dealing with a new financial media and it will take time to get our 
message across, 

We have loaned out our original $150,000 capitalization and we are 
concluding loans for $60,000 of our subordinate debentures from the 
Government and we are preparing our loan files for submission to 
SBA, preparatory to requesting a loan under section 303. 

We have concluded six loans at an average advance of $35,000 for 
5 years. Our last four loans were on the monthly payback, and we 
have determined that unless an unusual situation exists, the monthly 
payback serves both parties best. 

Ve have loaned to the following businesses: A lawn sprinkler com- 
pany, an aluminum products company, an industrial photographic 
company, a trailer park, a builder, and a wholesale plumbing supply 
company. fe pre 

I would like to interpose at this point one comment. There seems to 
be general tendency to feel that the people who are purchasing con- 
vertible debentures in companies and are furnishing their equity capi- 
tal in this manner are doing a greater service to these companies than 
are those of us who are dealing principally with long-term loans, and 
I wish to take issue with this. 

We feel that if we can obtain the funds necessary to grant to these 
businesses long-terms at rates, naturally, that are higher than the 
prime rate, then we are doing them a very great service and we are 
allowing them to keep their company and the fruits of their efforts, 
and, certainly, I do not question that there is help in the convertible 
debenture approach, but I think that it is important to bear in mind 
that the people who formed this act recognized that each method of 
equity capital furnishing was a part of the act. 

We originally organized Alliance as a pilot test to probe three 
main points: (a) that the need for the money was present; (0) the 
borrowers for the right terms would be willing to pay a rate on which 
a sound venture could be built and these loans could be made on a 
secure basis; and (¢) these loans could be sold with recourse on a plan 
that would develop a loan portfolio four times the size of the capital. 

I knew these points could be proven. I have now proven (@) and 
(b). 

There yet remains (¢), the problem of hypothecating the loans to 
develop the leverage necessary to place our capital funds on an ef- 
ficiency basis comparable to banks, building and loan companies, and 
other specialized Reorsel agencies. Particular care has been taken 
to maintain a real quality to our loans. Second mortgages have only 
been accepted after a collateral position equal to the advance has been 
attained by first priority claims. The second mortgages were only 
taken to evince a total commitment on the part of the borrower. 

We have shown our loans to two of the biggest banks in New York 
City. Morgan Guaranty and Chemical Bank New York Trust both 
advised that our loans were bankable. We now propose to hypothecate 


to our local banks. If we fail in this we must come immediately to 
SBA under section 303. 
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T can now advise you that we have failed in our attempt with the 
bank. I have here copies which I would like to submit, a proposed 
loan agreement to our local bank, submitting to them collateral which, 
in our opinion, was first-class collateral. I would like to read for 
the record this letter and the proposed loan agreement. It was ad- 
dressed to our biggest national bank in Tulsa, the National Bank of 


Tulsa, and I quote: 
FEBRUARY 4, 1960. 

Alliance Business Investment Co., the first federally licensed investment com- 
pany in Oklahoma organized under the terms of the Small Business Investment 
Company Act of 1958, is now in a position to request lines of credit from banks 
and other financial agencies. The pertinent facts necessary to back such a re 
quest are outlined below, and there is proposed by Alliance, for your considera- 
tion, a suggested method of operating the line. 

Alliance was capitalized for $150,000 and obtained from the Government an 
additional $150,000 in the form of a 20-year subordinate debenture requiring only 
interest payments during the first 10 years and complete amortization over the 
next 10 years. 

Alliance in the course of its business develops collateralized loans, all of which 
are presently 5-year terms, but a few may have longer maturities. Most of the 
loans are on an equal monthly payment on interest and principal. 

We propose to sell our loans with recourse to a bank subject to their approval 
of each loan and the collateral securing it. If the sale is made, Alliance agrees 
to make all scheduled payments to the bank regardless of whether payment has 
been received on or before 15 days after due date on each loan. In the event 
of default on a given loan, Alliance will assume all the obligations of the loan, 
completing the foreclosure and suit other actions as may become necessary, in- 
cluding sale of the collateral. If a deficiency develops, Alliance will immediately 
make payment for such deficiency. In the event of prepayment on a given loan 
such payment shall be paid to the bank. 

We propose that the bank advance us 85 percent of the face of the loans, with 
the 15 percent to remain as a collateral reserve. It is our thinking that this 
would develop into a revolving type of loan which could be repurchased as soon 
as a group of loans became sufficiently large to interest an insurance company. 

This hypothecation of loans is an important aspect contributing to the success 
of the Small Business Investment Company Act. We have purposely been very 
particular in the development of our collateral because we wanted the most fa- 
vorable reception from our local banking sources. 

If the lines we were requesting can be obtained here, then substantial funds 
will find their way into our community from participating banks, insurance 
companies, and pension funds, all of which should also insure to the benefit of the 
local banks. 

It is requested that your consideration of this request for credit line be given, 
and we are forwarding with this request four collateral files for your inspection 
and analysis. 

The reply to this request from the bank was that they have a limited 
amount of funds that are available for term funds; that in view of 
this fact, they could not enter into a term agreement with us. How- 
ever, in view of the type of loans we had, they would be willing to 
warehouse our loans for a period of 6 months to 1 year when we could 
take the amount of money we could get on the first warehouse, place 
those, and get another grouping so we might get up to a half-million 
to a million dollars on the warehousing, but they would only ware- 
house based on the presumption we know precisely where we were 
going with the group of loans before they started the warehouse effort. 

To clearly indicate the quality of the loans from their standpoint, 
the banks of our city are also stockholders in a separate small busi- 
ness investment company which has made no loans to this date. They 


are only interested in the convertible debenture. 
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The president of the bank advised me, however, if we needed any 
participations in the type of loans we were developing, he was sure 
they could change their policy, so I had to presume they thought the 
quality of our loans was adequate. 

I go back now to one basic point. We now must come to section 
303 unless we are able to find the final hope for these loans. ‘Therein 
lies a serious problem. 

If the maximum that SBA will—if SBA attempts to adopt an 
arbitrary 70 percent of the advance on a given loan as a maximum it 
will advance, then our entire plan of a careful loan is to no avail. 

It is our opinion that SBA should insist on specifie collateral 
being pledged or earmarked but not physically transferred to SBA, 
and the advance by SBA on a given loan to be determined by the 
quality of the collateral securing the loan and the advance might be 
a sum equal to the sum made by the advance of the SBIC. 

If the SBA will judge the collateral and advance more under section 
303 on a good, well-secured loan, this will create a healthful incentive 
among the SBIC’s who will quickly recognize the leverage advances 
in the hypothecation of sound loans, 

If the pilot test is successful, we originally planned to go public 
with a $10 million SBIC. Two factors have discouraged us from this 
approach. First are the tremendous complications involving the 
SEC. It appears to me that if this program is to get off the ground, 
and it must, then there must be included in an amendment to the act 
that this entire program is responsible only to the SBA and that it is 
exempt from all phases of the SEC. It must be a clear declaration 
so that SEC will know positively this is not their responsibility, and 
if SBA continues to police as they have, there should be no serious 
problems. If wecan get some momentum to the program, if at a later 
date some additional regulation even by the SEC is required, then 
at least the momentum will have been attained. 

The other factor which has deterred us from the big public issue 
is the problem of restricted stock options. I am a businessman. I 
expect to make money for what I do and on what I invest. I am too 
small to rely on the income from my investments and I have no desire 
to earn a larger salary with very little increase in take-home pay. 
Therefore, I build in the only way I know. I take my small invest- 
ment funds, I match it with my efforts, I join these with the funds 
and confidence of associates who are willing to accept the income from 
an investment, and with these I mold a successful effort which pays 
dividends, which increases in value and in which I share with a re- 
stricted stock option. This is a common denominator in any deal 
with a builder or creator. He cannot match his associates, dollar for 
dollar, but he can put up the energy, know-how, integrity, ambition, 
and desire, and, without this catalyst, wealth is nonproductive. 

If there were ever a program with a need for small business in- 
genuity, for people who know and recognize the need for this kind 
of financing, for men who have the guts to try something new, this 
program needs such men. It does not need more bankers, it needs 
entrepreneurs who will take a fellow merchant’s assets and figure out 
how he can make a secure loan and let this man have funds for 5 
years or more without killing him with impossible controls which 
serve no useful purpose but look good to a bank examiner. This 
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is the kind of man this program needs, and if a full disclosure of 
stock options are made, why should an administrative ruling “kill” 
this incentive ? 

We are concerned by the present prohibition by SBA that SBIC’s 
cannot participate with SBA in regular loans. If the SBA can par- 
ticipate with almost any finance company, why should this common 
ground of cooperation “for the aid of small business which is the 
objective of both programs” be denied to SBIC’s ? 

We have attempted to help independent grocers in their fight 
against the giant supermarketers. We cannot get them the locations 
in a desirable shopping center because we cannot guarantee the lease, 
Where Safeway may pay 1 percent of gross sales, the small, inde- 
pendent grocer would be happy to pay 114 percent but he cannot get 
the location. The wholesale grocer will guarantee a tenant if one 
should fail, but they cannot guarantee the lease. If we could guar- 
antee the lease for one-half of 1 percent and get the wholesale grocer 
to guarantee us a tenant, then the grocer would get his location, the 
wholesaler would get his grocer vated. SBIC would make all this 
possible making one-half of 1 percent of sales, and the wholesale grocer 
would guarantee the occupancy to the SBIC. 

These are my thoughts as a small businessman who has organized 
a small investment company for a test to prove whether this can make 
money. I believe it can, I believe we can serve a useful purpose. I 
think that my greatest satisfaction in this entire effort has been the 
handshake that I get from the borrower who leaves my office with a 
feeling that I have done him a real service. 

The Cuarrman. Thank you very much. 

Senator Engle? 

Senator Eneie. No questions, except to say that is an excellent 
statement. 

Mr. Davis. Thank you. 

The Cuarrman. Mr. Ansberry ? 

Mr. Ansperry. I have no questions. 

The Cuatrman. Any questions? Thank you very much. We ap- 
preciate your statement. It was a good one. 

(The statement submitted by Mr. Davis follows :) 


STATEMENT PERTAINING TO SBIC Act By ELtiotr Davis, PRESIDENT OF THE 
ALLIANCE BUSINESS INVESTMENT Co., TULSA, OKLA. 


SUMMARY STATEMENT 


I am a small businessman and president of Alliance Business Investment Co., 
specializing in the loan aspect rather than the debenture approach. This act is 
the greatest single effort ever expended by our Government to aid small business. 
It is not “an appalling flop.” If anything, it is a “howling success.” If the 
accomplishments to date are below estimates, then perhaps the estimates were 
too optimistic. 

Here we create a new financial media, relatively simple in itself, but it cannot 
operate by itself. It must clear Securities Exchange Commission and the Small 
Business Administration; it must hurdle financial prejudices developed over 
centuries; it must search for new young leaders; it must notify the masses; it 
must develop its own financing channels for hypothecation; and it must search 
for its own investment funds. 

From scratch, in 18 months 66 of these have been licensed. I think this is a 
wonderful achievement. But now, while others are being licensed, we must clear 
the obstacles that are evident without regard to the possibility that other prob- 
lems will be created by these changes. 
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The small businessman is urgently in need of this program if it can be stripped 
of its “excess baggage” so that it can accomplish its mission. 

My complete statement outlines nine recommendations for improvements to the 
act or the administrative rulings in connection with the act. I urge your careful 
consideration. 

COMPLETE STATEMENT 


Mr. Chairman, in December 1958 first word was noted pertaining to the new 
Investment Act as an aid to small business. A trip to Washington on an un- 
related matter in March 1959 permitted several free hours which were devoted 
to a discussion of the act and its future potential with the Director of the Small 
Business Administration, Mr. Wendell Barnes, and others in the Investment Di- 
vision. It was as a result of these conversations with the most dedicated Govy- 
ernment men I ever encountered, completely sold on what they were trying to 
accomplish, that made me resolve that we would put together an SBIC. If a dis- 
eussion of the financial problems of small business struck a sympathetic chord 
within me, it does not detract in any way from the force of the presentation by 
the SBA. 

I returned to Tulsa, convinced my brother of the merit of the idea, engaged 
counsel, and within 30 days was able to interest numerous associates to join 
with us in stock purchases and to serve as members of our board. Meanwhile, 
a draft of our original proposal was forwarded to Dallas, and for the first time 
in my contact with Government agencies I received an immediate call from Mr. 
Algie Choate, regional director of the Investment Division, outlining the prob- 
lems and suggesting possible avenues of compromise to satisfy the requirements 
in the act while accomplishing our objectives. He had already studied the pro- 
posal and was ready to assist without delay. In early May we submitted our 
proposal and within 90 days we were licensed to do business. We could have 
been licensed 15 days earlier but our counsel misinterpreted a communication 
from the SEC and this much time was wasted in waiting for approval already 
obtained. 

The lengthy chronology outlined above should reveal that the agency and its 
representatives know what they are doing, they are dedicated and sold on its 
benefits, and they are aware of the weaknesses in the act. Their recommenda- 
tions should be given careful consideration. Others, such as myself, having to 
work with our problems in helping resolve the problems of small business can 
also offer constructive criticism, and this I shall attempt to outline after which 
I shall enumerate certain basic facts we have discovered in our operation. 

The following summary recommendations are submitted herewith for your 
consideration : 

(a) Eliminate entirely any responsibility by the SEC to police the SBIC Act 
and place this responsibility as it was intended in the hands of the SBA. 

(b) Authorize a statutory tax-deductible loss reserve similar to that granted 
savings and loan associations and such other treatments creating tax saving 
incentives. It is important to bear in mind that SBIC’s are being asked to do 
what normal finance channels will not do. 

(c) Authorize the participation of SBIC’s in regular SBA loans. 

(d) Permit SBIC’s to make any form of equity investment or guarantee of 
lease or commitment to small business which will assist small business to grow 
and prosper. 

(e) Authorize SBIC’s to collateralize or protect their advances in any manner 
(especially convertible debentures). 

(f) Eliminate entirely the present statutory ratio of Government loans under 
section 303. The Government may have to show the banks that this media is 
a sound approach for the use of limited amounts of bank funds. Allow the 
SBA within the amount available to them unlimited advances provided they are 
adequately secured and the total of all hypothecations do not exceed a sum 
equal to four times the statutory capital of the SBIC. 

(g) If section 303 loans will be limited if specific collateral is not pledged, 
then specific collateral should be pledged because everything must be done to 
move these funds which are available into the small business channels where 
they were intended to work. 

(h) Stock options and other incentives to induce aggressive businessmen 
into this effort is a must. We must fight to bring businessmen into this effort. 

(i) Greater educational effort directed to cities and States mus be expended 
toinform them of the development act. I would suggest that SBIC’s be permitted 
to service such loans and they would sell the program. 
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The basic facts we have determined are— 

1. We have only made long-term loans, and although our proposal mentioned 
that we plan to allocate 50 percent to long-term loans, and 50 percent to con- 
vertible debentures, we advised Washington, when they required us to strike 
the clause, “on a secured basis,” which followed our debentures, that this ruling 
of what constitutes a debenture was one person’s viewpoint and would eliminate 
us from this market. We are small business. We operate a small local sporting 
goods retail chain, and I am a geologist and independent oil producer. I would 
never dream of loaning to anyone such as myself on a 5-year basis unsecured 
and the ruling that a debenture must be an unsecured loan is in error, the act 
makes no mention of this, and this has been one of the principal problems en- 
countered by others. Any transactions with small, inexperienced business must 
be completed with the greatest of care and protection for the principal. A wild 
loan or debenture purchase often does a disservice to the small business as well 
as the lending of equity capital. 

2. We have had over 7% million in applications in the past 5 months, but only 
recently have we felt that we are getting our message into the hands of the 
people who need us and whom we can help. We have only just scratched the 
surface, and part of the problem is that we are dealing with a new financial 
media and it will take time to get our message across. Our best media for the 
spread of the news about us has been our personal contacts with situations 
about which we had some information as to a financial need. 

3. We have loaned out our original $150,000 capitalization, we are concluding 
loans for $60,000 of our subordinate debenture from the Government, and we 
are preparing our loan files for submission to SBA preparatory to requesting a 
loan under section 303. We have concluded six loans at an average advance 
of $35,000 each of 5 years. Our last four loans were on a monthly payback, 
and we have determined that unless an unusual situation exists, the monthly 
payback serves both parties best. 

4. We have loaned to the following businesses: 

(a) A lawn sprinkler company. 

(b) An aluminum products company (distributes aluminum doors and 
windows). 

(c) An industrial photographic company. 

(d) A trailer park. 

(e) A builder. 

(f) A wholesale plumbing supply company. 

5. We originally organized Alliance as a pilot test to probe three main points: 

(a) The need for the money was present. 

(b) The borrowers for the right terms would be willing to pay a rate on 
which a sound venture could be built and these loans could be made on 
secure basis. 

(c) These loans could be sold with recourse on a plan that would develop 
a loan portfolio four times the size of the capital. 

I knew that these points could be proven. I have now proven (a) and (0). 
There yet remains (c), the problem of hypothecating the loans to develop the 
leverage necessary to place our capital funds on an efficiency basis comparable 
to banks, building and loan companies, and other specialized financial agencies. 
Particular care has been taken to maintain a real quality to our loans. Second 
mortgages have only been accepted after a collateral position equal to the advance 
has been attained by first priority claims. The second mortgages were only taken 
to evince a total commitment on the part of the borrower. We have shown our 
loans to two of the biggest banks in New York City. Morgan Guaranty and 
Chemical Bank New York Trust both advised that our loans were bankable. 
We now propose to hypothecate to our local banks. If we fail in this we must 
come immediately to SBA under section 303. Therein lies a serious problem. 
If SBA attempts to adopt an arbitrary 70 percent of the advance on a given 
loan as the maximum it will advance, then our entire plan of the careful loan 
is tono avail. It is my opinion that SBA should insist on specific collateral being 
pledged, but not physically transferred to SBA, and the advance by SBA on a 
given loan to be determined by the quality of the collateral securing the loan and 
the advance might be a sum equal to the sum of the advance made by the SBIC. 
If the SBA will judge the collateral and advance more under section 303 on a 
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good well secured loan, this will create a healthful incentive among the SBIC’s 
who will quickly recognize the leverage advances in the hypothecation of sound 
oans. 

ra If the pilot test is successful, we originally planned to go public with a 
$10 million SBIC. Two factors have discouraged us from this approach. First, 
are the tremendous complications involving the SEC. It appears to me that if 
this program is to get off the ground, and it must, then there must be in- 
cluded in an amendment to the act that this entire program is responsible only 
to the SBA and that it is exempt from all phases of the SEC. It must be a 
clear declaration so that SEC will know positively this is not their responsibility, 
and if SBA continues to police as they have, there should be no serious prob- 
lems. If we can get some momentum to the program, if at a later date some 
additional regulation even by the SEC is required, then at least the momentum 
will have been attained. 

The other factor which has deterred us from the big public issue is the prob- 
lem of restricted stock options. I am a businessman. I expect to make money 
for what I do and on what I invest. I am too small to rely on the income from 
my investments and I have no desire to earn a larger salary with very little 
increase in take-home pay. Therefore, I build in the only way I know. I 
take my small investment funds, I match it with my efforts, I join these with 
the funds and confidence of associates who are willing to accept the income 
from an investment, and with these I mold a successful effort which pays 
dividends, which increases in value and in which I share with a restricted stock 
option. This is a common denominator in any deal with a builder or creator. 
He cannot match his associates dollar for dollar, but he can put up the energy, 
know-how, integrity, ambition and desire and without this catalyst wealth is 
nonproductive. If there ever were a program with a need for small business 
ingenuity, for people who know and recognize the need for this kind of financing, 
for men who have the guts to try something new, this program needs such 
men. It does not need more banks, it needs entrepreneurs who will take a 
fellow merchant’s assets and figure out how he can make a secure loan and let 
this man have funds for 5 years or more without killing him with impossible 
eontrols which serve no useful purpose, but look good to a bank examiner. 
This is the kind of man this program needs, and if a full disclosure of such stock 
options are made why should an administrative ruling kill this incentive. 

7. We are concerned by the present prohibition by SBA that SBIC’s cannot 
participate with SBA in regular loans. If the SBA can participate with al- 
most any finance company, why should this common ground of cooperation ‘for 
the aid of small business which is the objective of both programs,” be denied 
to SBIC’s. 

8. We have attempted to help independent grocers in their fight against the 
giant supermarketers. We cannot get them the locations in a desirable shop- 
ping center because we cannot guarantee the lease. Where Safeway may pay 
1 percent of gross sales, the small independent grocer would be happy to pay 
1% percent but he cannot get the location. The wholesale grocer will guarantee 
a tenant if one should fail, but they cannot guarantee the lease. If we could 
guarantee the lease for one-half of 1 percent and get the wholesale grocer 
to guarantee us a tenant, then the grocer would get his location, the wholesaler 
would get his grocer placed, SBIC would make all this possible making one- 
half of 1 percent of sales and the wholesale grocer would guarantee the oc- 
ecupancy to the SBIC. 

These are the thoughts and comments of a small businessman who has been 
through the mill with the banks and the endless search for term funds. This 
act, believe me, is manna from heaven. If Sylvia Porter who reported the 
SBIC Act “an appalling flop” could sit in my office for several interviews, if 
she could see the light ray of hope kindled anew in the faces of these business- 
men when we work out their problem, she could never have written such a 
phrase. I have mentioned numerous times to my board of directors that the 
handshake and the look I get from these men is the most soul satisfying ex- 
perience I have encountered in my years of business. This program must grow, 
and it is our duty to clear the path of the immediate obstacles, and if this 
clearance creates other problems, we'll solve them when they arise. 
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STATEMENT OF CLYDE E. WILLIAMS, JR., CHAIRMAN, TECHNO 
FUND, INC., COLUMBUS, OHIO 


The Cuatrman. Clyde E. Williams, Jr., Techno Fund, Inc., Co- 
lumbus, Ohio. 

Come around, Mr. Williams. We have your statement, Mr. Wil- 
liams, and it will be printed in the record in full. You may proceed 
in your own way. 

Mr. Wiiu1ams. Thank you, sir. 

The Cratrman. Again I would like to urge that we move along 
just as speedily as we can. We have three witnesses now and we have 
about 33 minutes in which to operate. 

Mr. Witur1aMs. I shall try to, sir. 

We have received our notice to proceed. We expect our license 
will be issued within approximately 2 weeks. 

Our experience with the SBA, I think, has been quite satisfactory, 
both in the regional office in Cleveland and here in the Washington 
office. 

Our fund has been organized on the premise that one of our coun- 
try’s greatest natural resources is the talent and the energy of small 
businessmen who are trained in science and in technology. 

We believe that the greatest growth in American industry is going 
to be from these small, well-managed, and well-directed companies 
that are in these new areas of electronics, chemistry, and metals. 

We, therefore, in order to enter this field wisely and intelligently, 
have established a group of investors and directors who are prominent 
in the field of electronics, chemistry, nuclear energy, research ad- 
ministration, management consulting, as well as commercial banking, 
investment banking, and real estate finance. 

Our purpose is to make primarily equity-type loans so that we 
can participate in the anticipated growth of these types of companies. 

We are approaching the matter conservatively; we have organized 
on a minimum-capital basis. We wish to test out the workability of 
the program before we go forward with raising substantial money 
through a public offering of our securities. 

In our judgment, it is not possible to operate a company having the 
objectives of ours on a minimum-capital basis. There are many rea- 
sons, one of which being the relatively high cost of making loans and 
investigating prospective companies, and the other is the interesting 

roposition that most of the situations we have looked into require 
$200,000 or $300,000 in financing in order to solve their immediate 
problems. 

Therefore, we are looking toward a public offering of our securities 
as we find that we are participating in a program that is in fact 
workable. 

There are two very important significant problems that. I would 
like to point out, which we do not feel the current legislation has 
adequately solved. One of these is that most of the companies we have 
investigated require management consulting services of one form or 
another, oftentimes very specialized in nature. 

These problems of small business concerns in their managements 
deserve and demand the same high quality of service and attention 
as do the problems of the large corporations. We find, however, that 
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they oftentimes cannot afford to pay the relatively high cost of these 
specialized consulting services. ra 

The other area that is fundamental and one that all of us are familiar 
with is that, in order to gain the maximum benefit from investments 
in small business concerns, we must participate in the growth of the 
company through having an equity-type security, and that generally 
means common stock. 

We then would find ourselves in a minority position. We would 
also find ourselves, and this is a most significant problem, to be locked 
in for an indefinite future period of time to a company where we do 
not have marketability of our securities. 

We feel this has been one of the major deterents to the organization 
and formation of small business investment companies. 

We would like to suggest that a group or a committee be put to- 
gether, made up of representatives of small business investment com- 
panies of the SBA and possibly staff members of this committee, to 
give some long-range study to these two very difficult problems. 

There has been a lot of talk about the taxation advantages in the 
small business investment company program, and we believe that 
most of these so-called advantages, upon careful investigation, have 
proved to be somewhat illusory. They are largely negative rather 
than affirmative, and they are defensive rather than positive. And 
we would like to suggest that consideration be given to several amend- 
ments to the tax statutes. No. 1, that small business investment com- 
panies be accorded the same tax status as regulated investment com- 
panies. 

This means, among other things, a tax-free passthrough to share- 
holders of the investment company of realized capital gains. 

No. 2—and we think this is most important—that small business 
investment companies be able to take advantage of the restricted stock 
option provisions of the Internal Revenue Code, and we understand 
that the SBA is amending its regulation denying this opportunity to 
the executives of small business investment companies. 

However, we do not feel this goes quite far enough. 

The tax law—let me put it this way: The small business investment 
companies, by and large, are themselves small business concerns. As 
a result, the investors are one and the same with the management. The 
tax law denies capital gains treatment to stock options where the 
executive or employee is a 10 percent stockholder. We feel that even 
changing the administrative regulation, therefore, does not materially 
improve the situation. 

A further problem with the publicly held companies, of course, is 
the prohibition in the Investment Company Act of 1940 against stock 
options, and we feel that SBIC’s should have an exemption from this 
prohibition. 

Third, the recent amendments to the Personal Holding Company 
Act exempting SBIC’s from the surtax have been helpful, but there 
again we do not feel that it has gone far enough, because the exemp- 
tion from the personal holding company surtax is denied a small 
business investment company which has a shareholder who is a 5- 
percent shareholder in any borrower. 

We believe that this exemption should be broadened. 
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The other tax recommendation that we would have is that the sub- 
chapter S provisions be amended so that small business concerns may 
not be denied their election to be taxed as partnerships merely because 
a corporation, namely, an SBIC, is in the position of a shareholder, 

With respect to certain operating matters, we would like to make 
this observation: That the full success of this program, in our opinion, 
is dependent upon permitting SBIC’s the maximum flexibility in 
making financial arrangements with small business concerns. We 
have been denied the opportunity to negotiate for the financing of 
a promising young electronics company in Columbus, Ohio, because 
the management of that company determined that as a matter of 
principle it was not equitable for us to receive a convertible debenture 
and that we were therefore having a preferred position against their 
other shareholders. 

We would like to see sections 304 and 305 amended so that they no 
longer describe certain transactions which are permissible. We would 
favor having the amendment or having the statute proscribe certain 
classes of transaction which are inimical to the policies of the Small 
Business Investment Act, namely, that of providing long-term finane- 
ing to small business; and then to allow complete freedom for negotia- 
tion within these areas. 

We could, therefore, purchase equity securities of the small busi- 
ness concern, we could purchase debentures with warrants, we could 
purchase debentures coupled with collateral, we could make secured 
loans with warrants, we could make a number of arrangements which 
would, in our judgment, make the program more workable and more 
successful. 

We would also like to see the mandatory repayment provision of 
section 304 repealed, so that we are not in the position of having in- 
curred substantial costs and risk in making a loan, and then find that 
the loan is being repaid prior to the time that we have had an oppor- 
tunity to determine that the small business concern is a suitable long- 
term equity investment for our funds. 

These are some of the thoughts that we have concerning the legisla- 
tion. There are numerous other matters that we would like to con- 
sider. In the interests of time, though, I would like to terminate 
my comments at this point. 

The Cuatrman. Thank you very much, Mr. Williams. It isa = 
good statement. The whole statement will be printed, along wit 
the other material. 

Mr. Wuu1aMs. Thank you. 

The Cuarrman. Senator Engle? 

Senator Eneix. No questions. 

The Cnarrman. Mr. Stults? 

Mr. Srutrs. No questions, Senator. 

The Carman. Mr. Ansberry ? 


Mr. Ansperry. Mr. Williams, what size public issue were you con- 
templating ? 

r. Witt1aMs. We have not been able to determine that and will 

not be able to until we have had a little more experience. I am sure 

a minimum size for the type of operation which we envisage here 
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would be $2.5 million to $3 million. How much larger than that 
would depend upon circumstances. 

Mr. Ansperry. Have you had discussions with underwriters yet ¢ 

Mr. Wittiams. We have not had any firm discussions; no, we 
have not. It has been discussed in a very preliminary way only. 

Mr. Ansserry. With respect to the problems you raised on the cost 
of technical consulting services, do you have any solution to that 
problem that you raised ¢ 


Mr. Wiu1aMs. No, sir; I wish I did. I think that here is an area 
which requires a lot of thought and a lot of study. Everyone is aware 
of the fact that in all small business concerns, their weakness—prob- 
ably a greater weakness than their lack of financing—is the problem 
of their own management, lack of breadth and diversity in the skills 
of their management. 

Mr. Ansperry. That is all. 

The CuarrmMan. Thank you very much. 

Mr. Witu1aMs. Thank you. 


(The statement submitted by Mr. Williams follows :) 


LAW OFFICES, 
BaArRTUNEK, KRENZLER, WILLIAMS & WELF, 
Cleveland, Ohio, February 20, 1960. 
Re Techno Fund, Ine. 
Senator JOHN SPARKMAN, 
U.S. Senate, 


Select Committee on Small Business, Washington, D.C. 


DEAR SENATOR SPARKMAN: In reply to your letter of February 5, I take 
pleasure in enclosing the statement you requested relating to Techno Fund. I 
am sending under separate cover 50 copies of this statement. 

This company has received notification to proceed from the Small Business 
Administration and its license application is now pending. 

I also enclose herewith a copy of a brochure descriptive of Techno Fund and 
its officers. The statement will be presented at the committee hearings on 
Wednesday, February 24, by Dr. Clyde E. Williams, chairman of Techno Fund. 

I believe that the views of Dr. Williams on the Small Business Investment 
Act may be of particular interest to the Senate committee in view of his long 
and extensive background in research and development for industry and govern- 
ment. His activities have included the following: 

1. President of Clyde Williams & Co., management consultants assisting in- 
dustry in its development and growth. 

2. Former director of Battelle Memorial Institute (1934 to 1958)—conduct of 
research and its application for both large and small industrial companies and 
for various Government agencies. 

8. Service on many governmental committees to advise on defense and eco- 
nomic matters. 

4. Member of the board of directors of Rand Corp. from 1948 to present—re- 
search and advice to Air Force. 

5. Chairman of War Metallurgy Committee of National Academy of Sciences 
to advise civilian and military branches of the Government on technical devel- 
opment during World War II. 

6. Member of Atomic Energy Committee on Materials (1948-58). 

7. Member National Advisory Committee for Aeronautics and other Govern- 
ment agency subcommittees of Research and Materials (1941-56). 

8. Chairman recent committee of National Academy of Sciences on scope of 
Nation’s research program. 

9 Former member Visiting Committee of National Bureau of Standards. 

10. Former member of staff of U.S. Bureau of Mines. 

Yours truly, 


CLYDE BE. WILLIAMS, Jr, 
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STATEMENT OF Dr. CLypE E. WILLIAMS, CHAIRMAN OF TECHNO Funp, INC., Coruy. 
BUS, OHIO; PRESIDENT OF CLYDE WILLIAMS & Co., MANAGEMENT CONSULTANTS: 
FORMER PRESIDENT OF BATTELLE MEMORIAL INSTITUTE FOR INDUSTRIAL RESEARCH 


All of us here agree, I am sure, that a strong and healthy small business seg- 
ment of our economy is indispensable to our country’s sound economic political 
and social development. Having had a keen appreciation of the unique contri- 
butions that talented and energetic small businessmen have made in the applica- 
tion of scientific research, my associates and I organized Techno Fund, Inc., for 
the purpose of making loans to small business concerns. We have received our 
notice to proceed and our license application is now pending with the SBA. 

Everyone is, of course, aware of the dramatic scientific discoveries that have 
been made over the centuries by small business entrepreneurs. We also know 
that in some cases their technical genius was accompanied by a rare combination 
of financial and business skills thus bringing their developments quickly to the 
consumer and bringing to the inventor the reward to which he was entitled. In 
other cases the scientist’s lack of financial and business skills delayed or even 
prevented the public or the inventor from benefiting. 

In the past two decades with research and development becoming one of our 
great industries the public has grown to believe that only the giant corporations 
with great financial and marketing resources are capable of making significant 
new product developments. Those of us who have organized Techno Fund, Ine., 
believe that there is a vast reservoir of scientific talent in small enterprises 
striving to grow and to improve the quality of their technology and their product. 
When one surveys the dramatic technological accomplishments of recent years, 
he finds, often to his surprise, that many of the most daring, revolutionary, and 
useful developments have come from small business. Xerography, the Polaroid 
Land Camera, and the detergent “All” are examples of developments of small 
business that got into big money. 

In semiconductors, electronic components, missile assemblies, rocket fuels, rare 
and unusual metals, plastics, and many of the other of the latest technologies— 
these tremendous, almost unbelievable, contributions by small industry hold true, 
Much of the spark, the brilliance, the zest of our technology, has been coming 
from small enterprises—very often newly created “backyard” or “spare room” 
businesses put together by youthful and enthusiastic young scientists and engi- 
neers. Even when the basic scientific development has come from the laboratory 
of a large company, it has been, in many cases, the small concerns that have tried 
out and applied the basic information most ingeniously. 

To an important extent, large companies have depended on small companies to 
effectuate useful results from their research and to produce the components and 
parts for complex manufactured devices. Without the contributions of small 
business, most of our gigantic industrial corporations would be unable to keep 
going for long. The General Electric corporation, for instance, buys the goods 
and skills of 42,000 supliers, 90 percent of which are companies employing less 
than 500 persons. The very fact that big companies are able to accomplish great 
undertakings today is testimony to the vitality and capabilities of the small 
businesses that back them. Any large corporation officer will testify to this. 

The preliminary investigations by our Techno Fund group, which includes men 
experienced in technology as well as in industrial production, management, and 
finance have demonstrated the wisdom of those who drafted the Small Business 
Investment Act of 1958 in providing that small business investment companies 
may offer not only financing, but management consulting services. We would 
point out in this connection, without offering a solution to the problem, that many 
small businesses require intelligent and understanding consulting help of a very 
high quality but in many cases are unable to afford its relatively high cost. As 
a business consultant we have found that the problems of the small business con- 
cern demand and deserve the same high quality of service as do large corpora- 
tions. Cooperative study by this committee, by the SBA, and by small business 
investment companies might develop a program aimed at solving this difficult 
problem. 

Providing equity financing for small business concerns is, of course, one of the 
great needs of small business and one of the objectives of the Small Business 
Investment Act of 1958; and it is through the wise choice of these equity invest- 
ments that small business investment companies can enjoy the kind of profit 
which would justify the effort and the risk. Asa stockholder, usually a minority 
one, a small business investment company loses its power to control or possibly 
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even to influence management. Furthermore, in a small company where there is 
no market for the securities, the SBIC is frozen in its position. We believe that 
this represents one of the major deterrents to the development of the small busi- 
ness investment company program as a material aid to the small business seg- 
ment of our economy. We consider this to be a fundamental problem requiring 
the study by this committee, by the SBA, and small business investment com- 
panies. The objectives of the Small Business Investment Act of 1958 provide 
great opportunity for leaders in the financial community and in Government to 
develop cooperative programs to stimulate the growth of free competitive enter- 
prise and to convert the energy and imagination of our young technically trained 
businessmen to maximum productivity. 

In order for the objectives of the Small Business Investment Act of 1958 to 
be achieved we feel that maximum flexibility in making of financial arrangements 
should be reserved. Certain legal restrictions have denied us the opportunity of 
negotiating for the financing of small business enterprises which did not feel 
that they should give us a convertible debenture. They felt that we should go 
in as common stockholders. These companies were able to deal with their financ- 
ing problem in other ways. We feel that as a small business investment com- 
pany we should be able to compete with other financing vehicles in attractive 
growth situations. We should not be looked upon merely as a last resort. 

There are, on the other hand, certain cases where we can salvage a desperate 
situation of a company facing financial disaster. In order to do this, again, we 
must have flexibility so that we can combine maximum security with opportunity 
to participate in growth of earnings through common stock in order to justify 
the economic risk to the stockholders of the small business investment company. 

We, therefore, recommend the following changes in existing legislation and 
administrative regulations or policies: 

(a) Direct purchase of equity securities should be permitted. 

(bo) Convertible debentures coupled with warrants to purchase common stock 
should be permitted. 

(c) The restrictions in section 304 as to the price at which debentures may 
be converted into common stock should be eliminated. 

(ad) The prepayment right of borrowers in section 304(b) (2) should be elimi- 
nated as a statutory requirement and left for negotiation. The cost of investi- 
gating and making sound loans is such that a small business investment com- 
pany has an unreasonable risk that at an early date it might be forced to either 
accept repayment of its loan or convert its debentures at a time before the bor- 
rower has clearly demonstrated that it is a good equity investment. 

(e) Long term secured loans under section 305 should be permissible coupled 
with warrants to purchase common stock. 

(f) We favor increasing section 303(b) SBA loans from 50 percent to 100 
percent of capital and surplus. By permitting the freedom of negotiation in 
making loans we would anticipate that a demand would quickly develop for the 
additional funds which would be made available to small business investment 
companies by this amendment. This additional leverage should stimulate the 
organization of small business investment companies. 

(g) We share the opinion of others that the collateral requirement of the 
Small Business Administration on section 308(b) loans is an unnecessary regu- 
lation. Furthermore, this collateral requirement virtually nullifies the author- 
ization contained in regulation 107.303-1(A) by which SBIC may have a debt 
to capital ratio of 4 to 1. 

(kh) Small business investment companies, like other segments of American 
industry must compete for executive personnel, whether these executives are 
investors in the SBIS or not. We feel strongly, therefore, that employees of 
these companies should not be discriminated against. through the denial by SBA 
of the opportunity to obtain restricted stock options. In particular, since in 
many cases, the principal executives are also stockholders, the provision in the 
statute of denying capital gain treatment of stock options to 10 percent stock- 
holders should be eliminated in the case of small business investment companies. 
These changes would be a step forward in inducing more capable and trained 
business executives to organize and participate in SBIC’s. 

(i) We are much aware of the real risk of loss that is present in the making 
of loans to small business enterprises and we, therefore, favor a tax deductible 
reserve against losses similar to that enjoyed by savings and loan association. 

(j) Exempting small business investment companies from the personal holding 
company surtax has been an important step forward. However, the provision 
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that the exemption does not apply when a shareholder of a small business invest- 
ment company owns 5 percent of the stock in any borrower, seems to be an 
unnecessary restriction. In many cases the greatest service to a small business 
enterprise can be obtained where the interests of the small business investment 
company and its shareholders are greater than merely protecting a loan they 
have made. 


{Draft of proposed brochure of Techno Fund, Inc., a Federal licensee under the Small 
Business Investment Act of 1958] 


FINANCIAL AIDS TO SMALL BUSINESSES 


Long-term loans, equity capital, working capital, venture financing, advisory 
services 


Dynamic small businesses, when properly nourished, do not last long. Almost 
overnight they disappear into the ranks of big business.—CLYDE WILLIAMS 


TECHNO FUND, INC., ORGANIZED TO SERVE THE MONEY NEEDS OF DYNAMIC SMALL, 
ENTERPRISES 


Techno Fund, Inc., is a small business investment company, organized under 
the Small Business Investment Act of 1958, to supply loans and equity-type 
capital to promising young companies and dynamic new enterprises throughout 
the country. 

Licensed by the Federal Small Business Administration and chartered under 
the laws of the State of Ohio, Techno Fund, Inc., specializes in financial aid to 
existing companies whose products and processes are based primarily on modern 
technology and to new ventures based on research discoveries. Industries served 
include those in such fields as electronics, chemicals, the “new” metals, nuclear 
energy, instruments, and unusual mechanical products and developments. In- 
vestments also are made in companies engaging in real estate and land develop- 
ments. 

Techno Fund provides, under attractive and individually neogtiable terms, 
the risk capital that is not readily available from investment bankers commercial 
banks, or private investors. In addition, where such aid is needed, the experi- 
enced technical and financial management of Techno Fund assists small busi- 
nesses in planning their capital structures, in evaluating technological oppor- 
tunities, and in formulating and putting into effect their blueprints for growth, 


THE REASON FOR TECHNO FUND, INC.—PROMOTING BUSINESS PROGRESS BY FILLING AN 
INVESTMENT VOID 


Throughout America, men of outstanding vision and experience in science and 
technology have—singly or in groups—organized their own businesses to develop, 
manufacture, and market new products based upon research discoveries and 
technical advancements. Quite often they have started on limited capital—and 
later have found the money market virtually closed to them. 

Some of the new technically based firms have enjoyed dramatic success, often 
because some individual investor or group of far-sighted and sympathetic people 
have come to their rescue. Many, however, have withered away under financial 
stress or have been forced to sell out under disadvantageous terms to larger 
companies. 

The reason for many of these failures—and for the unrealized growth poten- 
tialities of those small enterprises that have survived—is a void that has existed 
in investment capital supply. Investment banks and private investors often are 
not in a position to appraise the potential of highly technical developments, the 
long-range market possibilities of new products, obsolescence hazards, profit 
probabilities, and other pertinent factors. In many cases commercial banks and 
loan institutions have had to refuse small businesses’ requests for working cap- 
ital and other forms of financial aid because of inadequate collateral to secure 
the loans and the high risks involved. 

Similarly pressed for equity and operating funds are many small real estate 
and land development companies whose services are vitally needed in expediting 
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community development and supplying housing for the country’s rapdily grow- 
jing population. : 

Techno Fund, Inc., was especially designed to fill the void in the investment 
spectrum. It bridges the gap between deserving small enterprise and traditional 
capital sources. Through Techno Fund, money is made available to worthy small 
pusinesses. 

Funds are available for small businesses that meet the growth-potential stand- 
ards of the Techno Fund management and which qualify for financial aid under 
the provisions of the Small Business Investment Act of 1958 and the regulations 
of the Small Business Administration. 

In general, a small business is defined as a company with total assets of less 
than $5 million and an average after-tax earnings of less than $150,000 per year 
over the most recent 3-year period. This definition includes and permits the 
joan of initial capital to new enterprises of proved merit. 

When Techno Fund’s standards have been met, money is available for the 
following purposes : 

Capital for current operations, expansion, or retirement of debt. 

Capital for the initiation of new ventures, new product development, includ- 
ing the conduct of research and development, the making of models from labora- 
tery concepts, and the establishment of patent positions. 

Capital for the purchase of industrial building sites, the construction of build- 
ings, and the purchase or renting of production equipment. 

Equity capital to finance the sale and lease back of factory or commercial 
property. 

Capital for experienced land developers to use in the financing of land pur- 
chases and the development of real property into ready-to-use building lots. 


TERMS AND COSTS OF TECHNO FUND LOANS 


The terms for Techno Fund loans are individually negotiated with the small 
businesses served. 

The majority of loans are made in exchange for the company’s convertible 
debenture bonds, carrying a term of debenture and interest rate as negotiated. 

Long-term loans, secured by ordinary types of collateral, are also made. 

Interest rates, for both debenture and commercial loans, are negotiable in 
each instance, depending on the amount of the loan, the risk involved, ete. In 
the case of nonspeculative real estate development loans, convertible debentures 
may be purchased at discount in keeping with the practice of the industry. 

When the loan represents a substantial part of the capitalization of the small 
business, Techno Fund’s representation on the board of directors may be a pro- 
vision of the loan agreement. 


PLUS SERVICES OF TECHNO FUND, INC. 


In addition to supplying money, Techno Fund, Inc., makes available to small 
businesses a wide variety of special advisory and technical services. Through 
its unique management, made up of persons distinguished in industry and 
finance, research and technology, real estate and community planning, engi- 
neering and law, Techno Fund brings to the small business the same quality 
of counsel and consultation normally available only to large industries. 

Most of Techno Fund’s plus aids are provided as normal auxiliary services, 
at a minimum fee or at no cost to the individual company. Techno Fund will 
provide special on-the-site technical, managerial, or financial services, detailed 
studies, or consultation services on a continuing basis as desired. In some 
mutually agreed cases a fee for these services may be charged by Clyde Williams 
& Co., who has been retained to manage Techno Fund, Inc. 

Plus services are available in such areas as: management planning, financial 
programing, research an development planning, product and process evaluation, 
personnel selection and staffing, technical and economic surveys, integration 
and diversification, sales and market analyses, advertising and public relations, 
sale and lease-back arangements, and real estate appraisal. 

Under the convertible debenture plan for small enterprise financing, Techno 
Fund has a potential equity interest in the companies it serves. This gives 
it vital concern for the welfare of the small businesses that are served. 
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TECHNO FUND’S MANAGEMENT—PEOPLE OF BROAD BUSINESS AND TECHNOLOGICAL 
EXPERIENCE 


The management of Techno Fund is its best credential. Nearly every type 
of business experience and knowledge vital to modern industry is included 
These are the people who under Techno Fund’s plan become aids and adjuncts 
to small businesses. 

Clyde EF. Williams, chairman of board 

Dr. Williams is president of Clyde Williams & Co., an advisory firm to man- 
agement in business and technology, and was formerly president and director 
of the Battelle Memorial Institute. Internationally known as a research ad- 
ministrator, he has organized and headed research and development programs 
in numerous phases of sciences and technology. He received the Presidentiai 
Citation for his mobilization of the country’s metallurgical research efforts 
during World War II and holds five honorary doctorates from leading uni- 
versities. Having numerous industrial and financial affiliations, he is, among 
other things, technical director and member of the board, Howe Sound Co,; 
director and member of the executive committee, Fansteel Metallurgical Corp.; 
vice president and director, Borne Chemical Co.; president, the Williams In- 
vestment Co.; director and member of the finance committee, the Philadelphia 
Fund: director, the Ohio Semiconductors, Inc.; the Rand Corp., F. W. Bell, 
Ine. ; the Claycraft Co. ; and the Capital City Manufacturing Co. 


John F. Havens, president and director 


Mr. Havens is a widely recognized expert in real estate development and 
industrial, commercial, and residential property financing. He has been asso- 
ciated in such capacities as vice president, Ohio Real Estate Board; and Ohio 
chairman, National Institute of Real Estate Brokers. He is currently president, 
Havens Realtors Co.; treasurer, Kohr-Havens Management Co.; director, Ohio 
Federal Savings & Loan Association; director, Citizens Research, Inc.; and 
director, Urban Renewal Administration. 


Bruce B. Robe, vice president, treasurer, and director 


Mr. Robe, vice president and general manager of Clyde Williams & Co., has 
had broad experience in business organization and planning, in management 
and operations analyses, in banking and finance, and in the administration of 
research and technology. He formerly served as assistant to the president of 
Battelle Memorial Institute, was an administrative and contracting officer in the 
U.S. Air Force during World War II, and was with BancOhio Corp. for several 
years. 


Clyde E. Williams, Jr., vice president, director, and counsel 

Mr. Williams is a practicing attorney, specializing in corporate law, secu- 
rities, and real estate. He was one of the organizers of Growth Companies, Inc., 
now a part of the Philadelphia Fund, and was secretary, treasurer, and counsel 
for Growth Companies Management Corp., principal underwriter and investment 
adviser to Growth Companies, Inc. Currently he is director and secretary, Wil- 
liams Research Corp.; president and director, Breezewood Development Corp.; 
and president and director, Ohio Land Corp. 


L. Kermit Herndon, vice president, director 


Dr. Herndon is vice president of the Energy Division, Olin Mathieson Chem- 
ical Corp., and has had a distinguished career in chemical and chemical engineer- 
ing research and development. He holds four university degrees in science and 
engineering and has also had academic training in law. He also serves as vice 
president and treasurer, Weinman Pump Manufacturing Co.; vice president, 
director, Ohio Semiconductors, Inc.; a director and treasurer, F. W. Bell, Inc; 
member advisory board, Manufacturers & Traders Trust Co. of Niagara Falls, 
N.Y.; and was formerly professor of chemical engineering at the Ohio State 
University. 


Floyd W. Bell, vice president, director 


Mr. Bell is an expert in electronics and has been a factor in the development 
of the electronics industry. He was founder of Bell Sound Systems, Inc., and 
president of this firm from 1932 to 1954, after which he served for 5 years as vice 
president of the Bell Sound Division, Thompson Ramo Woolridge, Inc. Currently 
he is president, F. W. Bell, Inc. ; president and director, Electronic Supply Corp.; 
vice president and director, the Buckeye Stamping Co. 
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Charles F. Robbins, Jr., vice president, director 

Mr. Robbins, Jr., is a trust officer of the Grace National Bank of New York 
spec ializing in the field of common stock investments. He has also worked with 
various small businesses in their financial requirements and was formerly a part 
of the financial planning group for the diversification program of W. R. Grace 
& Co. 
Lewis C. Williams, vice president, director 

Mr. Williams, vice president and director of Merrill, Turben & Co., Cleveland 
investment banking firm, is experienced in finance, real estate, and business 
administration. He is also president and treasurer of the Cherodan Corp., a real 
estate holding company, a director of Inland Homes Corp., and was formerly 
vice president of the National City Bank of Cleveland. 
Lauchlin M. Currie, vice president, director 

Dr. Currie is vice president and director of the Babcock & Wilcox Co. and head 
of its atomic energy division. He was formerly associate director of war re 
search for the Manhatton District atom bomb project. Distinguished in the 
United States as well as abroad for his activities in the nuclear energy field, 
he attended the first “Atoms for Peace” Conference in Geneva, Switzerland, in 
1955 as a member of both the U.S. delegation and the U.N. Secretariat. He is 
a member of the nuclear energy committee of the U.S. Chamber of Commerce, 
vice chairman of the nuclear energy committee of the National Association of 
Manufacturers, and active in numerous technical and civic organizations. 
Jeanne E. Purnhagen, secretary 

Mrs. Purnhagen is a professional secretary with diverse experience in public 
utility, corporation law, public relations, and research administration work. 
She is assistant secretary and assistant treasurer of Clyde Williams & Co. 

The Cuatrman. Mr. Nathan S. Jacobson, chairman of the board, 
United Small Business Investment Corp., of Baltimore, is next. Mr. 
Jacobson, come right around, please, sir. 


STATEMENT OF NATHAN S. JACOBSON, CHAIRMAN OF THE BOARD, 
UNITED SMALL BUSINESS INVESTMENT CORP., BALTIMORE, MD.; 
ACCOMPANIED BY JEROME GOLDFEIN, PRESIDENT 


Mr. Jacosson. Mr. Chairman, I have Mr. Goldfein, president of 
the company, here also as a witness. 

The Cuarman. All right, Mr. Jacobson, proceed. 

Mr. Jacosson. In order to expedite your time we will try to make 
our remarks quite brief, but we believe at the same time keeping them 
pertinent to the major issues. 

Our company, United Small Business Investment Corp., was li- 
censed sometime in May of 1959 and, perhaps, we have one of the 
unique positions in the SBIC, that we not only were unproductive 
during this period of time, but actually we have retrogressed. 

We originally started w ith a capital of $600,000. We ‘became quite 
active in processing loans. We even rec eived bank participation on 
several good loans. But, unfortunately, we ran into a stalemate when 
we tried to get participation with SBA. 

Now, per rhaps it was our misinterpretation of the entire program, 
and, w hen we found that there was no leverage for an SBIC com- 
pany, we immediately suspended our operations and then applied 
for a reduction in our capital to the minimum of $150,000 which, at 
least, would give us a 2-to-1 leverage over our capital instead of one- 
half to 1 under 303(b). 
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We felt, and we expressed the same opinion in Banking and Cur- 
rency Committee hearings of June 30, that there are many things in 
the program that could be improved. 

A lot of things were mentioned in this hearing. They are impor- 
tant, but they are not necessary, in comparison to first things first. 

We believe that before an SBIC program can have any future for 
economic survival it must have some method of leverage. 

At the present time you heard testimony, previously and today, 
that there are practically no sources available for leverage or refund- 
ing once the original capital of the SBIC is put out. I do not think 
that the answer would be in public issue money. 

One of the gentlemen testified this morning, and we concur with 
him completely, regardless of how much public money or capital you 
put into an SBIC, you ultimately must catch up with your stock- 
holder by paying him a dividend, reasonable or commensurate to his 
investment, otherwise you are going to have a problem. 

Without the leverage, we are not aware of any financial lending 
institution in America that can operate profitably without leverage, 
in addition to its own capital. 

If you take a bank, take an insurance company, a finance company, 
or any other lending institution, they cannot operate successfully by 
merely lending out their own capital. 

Yet the SBIC has no source of getting funds in addition to its own 


capital, and, in our opinion, no SBIC can operate on an economic 


and feasible basis. 

We, therefore, feel that the major issue, if this program is going to 
have any future in the country, is that there must be a source of 
leverage, and that leverage must necessarily come from the Govern- 
ment because there are no other commercial sources. 

We do feel that once a program is successfully launched there 
would be the possibility of getting leverage from commercial institu- 
tions and to alleviate the necessity of Government funds. 

Of course, the leverages could be given in one of several ways. We 
feel the participation with SBA, as they presently grant to any other 
lending institution, and we cannot differentiate the difference for 
other lending institutions qualifying for these loans and the SBIC’s 
being eliminated—however, we are willing to go one step further 
that may be of interest. 

We feel that the SBIC that is selected has a certain amount of 
scrutiny as far as its stability, its management requisites, and so forth, 
and we feel if the SBA goes on in loans with them they have a certain 
risk element. 

We, therefore, submit the possibility that if there is going to be 
participation for the necessary leverage, to let the SBIC gamble or 
be responsible for the first loss; in other words, if there is a 10-percent 
»articipation in a loan by SBIC, in event of loss, their money should 

: front money, and then the Government should take over any addi- 
tional loss. 

Now, I think the SBIC would be willing to accept that additional 
responsibility to show its good faith and its intent that it can operate 
on a proper basis as far as security is concerned. 

In addition to the participation method of leverage, there might be 
additional participation em: Ya 303 (b). 
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We feel one or the other is necessary, but not both. But under the 
present statutory limitation of 50 percent of 803(b) that is not enough 
leverage, and it should be a minimum of 4-to-1, in the absence of any 
other leverage. 

The idea advanced at this hearing about a rediscount operation is a 
splendid method of getting some type of leverage to the SBIC so that 
they could successfully fulfill their objective of supplying funds to 
small business concerns. 

Mr. Goldfein, do you have anything to add? 

Mr. Gotprern. No. The only thing I want to add to that is the fact 
that, outside of the establishment of a reserve fund for losses, we do 
not believe that any SBIC should have any tax privileges other than 
what any other businessman is entitled to. That one point I did 
want to make. I believe we should have the reserve similar to build- 
ing and loans, but that is all so far as tax privileges are concerned. 

I believe it has been obvious from all the testimony today that 
everybody is concentrating on the one big problem of leverage, and 
once that is resolved, all the other problems will appear to be minor 
in their importance, and that is our feeling in the matter. 

The Cuatrman. Thank you very much, gentlemen. 

Senator Engle? 

Senator Enate. No questions. 

The CuHarrman. Mr. Stults? 

Mr. Struts. Senator, I wonder if I might ask Mr. Jacobson if he 
could describe to the committee just how he would get more leverage 
by having SBA take 90 percent of a loan, and you, Mr. Jacobson. 
taking 10 percent. You would still only be getting interest, I as- 
sume, on the 10 percent of the loan you make. Or do you want to 
get interest on the 90 percent they make ? 

Mr. Jacozson. No, sir. But you would be, in effect, lending a 
very important service which, I believe, was incorporated in the ob- 
jectives of the bill, and that is in servicing the loan, acting as the 
servicing agent for the loan, advising financially and as a manage- 
ment consultant to the borrower. 

We did have this experience, sir, that after we suspended more or 
less any idea of making loans under restricted leverage, to act in the 
capacity to assist some of our applicants in getting loans direct with 
the SBA. We have just concluded one, and this was started some 
time in June, and the last word of management of this company, 
although they had a 6-percent interest rate from the SBA, and this 
is not a big loan, it was a very sound loan, it was a $35,000 loan, and 
his last words to me, even when the loan was considered, was to the 
effect, “Mr. Jacobson, when you get your company going again, I 
want to pay off the SBA and put the loan with your company at a 
higher rate of interest.” 

One of the best things the SBIC can do in this program is that the 
can expedite and act in a manner to complete loans and help small 
business concerns in their securing of the capital and other financial 

roblems that they are not getting now when they go to SBA, and 
think that is one of the objectives of an SBIC, is it not, sir, to act 


as a financial and management consultant to small business concerns ? 
Mr. Sruuts. Well, I wondered if 
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Mr, Gotprern. Could I interpose a thought on that? Leverage is 
obtained in that instance by an increase in eflective yield on our por- 
tion of the loan, and now 

Mr. Sruurs. How does that happen, Mr. Goldfein ? 

Mr. Gotprern. It costs no more to investigate and make a $10,000 
loan than it does a $100,000 or $200,000 loan. 

If we are permitted SBA participation, and we can earn as much 
as a half percent on the other $90,000, it will accomplish two things: 
We will increase our effective yield on our percentage of the money 
outstanding; but, above all, we will be able to deliver to that bor- 
rower a far less costly loan than if we were to make that loan with 
our own funds. 

So to the extent that we could deliver a loan of approximately a 7- 
percent overall rate to a borrower, effective cost to him, whereas our 
effective rate on our 10 percent or 20 percent may be as high as 12 or 
greater 

Mr. Sruurs. Mr. Jacobson, by indirection, has said that he is now 
serving as a management consultant or a financial consultant to these 
firms which are dealing directly with the SBA. Would it not serve 
the same purpose to continue doing that and letting the businesses get 
514-percent money from SBA? You would be just a financial con- 
sultant to them, and in that way you have no money up, you have no 
problem of leverage, but you are selling your skills as a financial 
expert. 

Mr. Jacozson. It is a possibility, but we are not interested in op- 
erating the business on that basis. 

The only reason we did that was as a medium of responsibility to 
the applicant that applied for a loan with us. We could not grant 
it, and we tried to compensate by helping them get money directly 
with SBA. But it is not our intention just to operate as a financial 
or management consultant firm. That is not our intention at all, 
and we did not take on the additional accounts other than what were 
submitted to us at the time that we learned that there would be no 
leverage through the Government to SBIC’s. 

Mr. Stutts. Thank you. 

The Cuarrman. Mr. Ansberry ? 

Mr. Ansperry. I take it then you do not contemplate a public issue? 

Mr. Jacopson. No, sir; we do not, because we feel we could get 
more private capital. As a matter of fact, we mentioned that we 
decreased our capital. We did not believe that if we go out and get 
all kinds of public funds that that is going to answer the question. 
It is not. I believe Mr. McCurrach pointed that out to you, there is 
no point in our getting people to invest millions of dollars and then 
have a day of reckoning 2 or 3 years from today and find out that 
they cannot get more than a 5-percent return on their money. They 
become dissatisfied and you will have as much of a drop in stock as 
you have a rise in some preconceived hope that it will go up. 

No, sir; that is not our idea of how to build up a business, how 
to operate a business by building up a fictitious figure on that stock. 

Mr. Ansperry. Do you favor a tax-deductible, bad-debt reserve ? 

Mr. Jacogzson. I think a fair tax reserve should give adequate re- 
lief and, as Mr. Goldfein has pointed out, not beyond what is being 
done in similar operations like Federal building and loan organiza- 
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tions. I hope these companies will ultimately make good _ profits, 
because if they do not they are not going to be in business, and 1f they 
do, they will pay their income tax just like other businesses. 

Mr. AnsBerry. Do you believe they should be allowed to make any 
form of equity investment ? 

Mr. Jacozson. I believe they should have the right to make any form 
of equity investment. 

Mr. Ansperry. Do you believe they should be allowed to take col- 
lateral with their debentures ? 

Mr. Jacozson. I do, sir. I see no reason why it was ever excluded. 
That was only a matter of interpretation. 

Mr. Ansberry. What is your position on restricted stock options ? 

Mr. Jaconson. I feel that in any corporation operation where a man- 
agement is of the essence, that the rights to compete in the open mar- 
ket for good management should be the same as any other corporate 
entity in this country; they should have the right to give option stock 
to management; otherwise, they are going to lose the competitive field 
in attracting good men. 

Mr. Ansserry. Do you favor the suggestion made by Electronics 
Capital Corp. that a Federal small business reserve bank should be 
set up to rediscount the paper of small business investment companies ¢ 

Mr. Jaconson. We are completely in agreement with that. As a 
matter of fact, if such a source could be set up to take over the adminis- 
tration responsibility over the program itself, we feel that the entire 
program would take a tremendous step forward. We have doubts 
whether the proper administrative parties for SBIC’s should be the 
SBA. We have doubts on that. 

If a new agency were created to control the SBIC function, I think 
we would be way ahead of our program at the present time, and I think 
we could look forward to a very successful and beneficial operation for 
small business concerns. 

Mr. Ansperry. That is all. 

The CHatrman. Any further questions? Thank you very much, 
gentlemen. 

(The prepared statement of Mr. Jacobson follows :) 


UNITED SMALL BUSINESS INVESTMENT CoRrP., 
Baltimore, Md., February 18, 1960. 
Hon. JoHN SPARKMAN, 
Chairman, Select Committee on Small Business, 
U.S. Senate, Washington, D.C. 


Dear SENATOR SPARKMAN: United Small Business Investment Corp, is a Fed- 
eral licensee under the Small Business Investment Act of 1958. Its license was 
issued on May 8, 1959, with a paid-in capital for the company in excess of 
$600,000. June 30, 1959, Nathan S. Jacobson, chairman of the board, and Jerome 
Goldfein, president of the company, appeared as witnesses for this company be- 
fore the Subcommittee on Small Business, Banking and Currency. At that time 
they gave a brief history of the company relating to their activities to that 
date. They gave several suggestions for revision or amendment to the Small 
Business Act of 1958, that would materially and practically implement the 
objectives of the program to permit small business investment corporations to 
operate on a sound business basis. A copy of the statement offered at the June 
30 hearing is enclosed. 

In accordance with your request in your letter of January 28, 1960, although 
we would like to cover all points, we are primarily concerned with some of the 
provisions under item 4B, “Participation by small business investment companies 
in regular SBA loans,” and 48, section 303 of the small Business Investment Act 
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of 1958, and we will therefore concentrate our viewpoints on these items and 
comment on the other on a general basis. 

As brought out in our enclosure of the hearing on June 30, 1959, we still are 
of the opinion that without secondary refunding sources, the future of the SBIC’s 
is not indicative of a successful program. We are cognizant that it would be q 
broad responsibility on the SBIC’s if their request for participation with SBA 
were granted in regard to the risk element on any portion of the loan that SBA 
would participate in. We are equally cognizant that a corporation worthy of a 
franchise as an SBIC, should accept a greater degree of responsibility in the risk 
element of any loan that they wish to have granted in participation. With these 
two factors in mind, we feel that the SBA should specifically be required to par. 
ticipate in loans with SBIC’s as presently required with “any other lending in. 
stitution,” with an additional safeguard to the portion of the SBA funds in 
regard to risk. This may be accomplished by requiring the portion of the loan 
granted by the SBIC to be totally responsible in the event of a default of a loan 
prior to any loss in the portion of the funds advanced by SBA. Through sucha 
procedure, secondary refunding sources could be made available to SBIC’s 
and at the same time have the SBIC assume the major portion of the risk 
involved and reduce to an absolute minimum the element of risk by the SBA. 

It is the intention of the management of this company to meet the objective of 
getting private capital to small business concerns to the fullest extent possible 
and we are not necessarily suggesting that the permanent position of the SBIC’s 
will require Government participation, but this participation is an absolute es. 
sential at the beginning of the program. The management feels that once the 
program is launched, that within a reasonable short period of years, the SBIC 
would not only prove its position of value to the economy of the Nation through 
assistance to small business concerns, but could utlimately establish secondary 
refunding sources from commercial institutions, thus alleviating the continued 
necessity of SBA funds. Through the assistance of participation of SBA in 
the initial stages, the SBIC will have the ability to secure a diversified and 
well seasoned portfolio that would be marketable in secondary refunding sources 
from commercial markets, whereas, under the present restrictions requiring 
all portfolios to be composed of loans entirely from the SBIC capital, the pro- 
spective portfolio would be very limited, offering very little possibility of 
secondary refunding from commercial sources. 

In regard to item 4K, the management of this company previously testified that 
303 loans could be substituted for participation if the statutory limitations were 
broadened from 50 percent to a minimum of 4 to 1. We feel that it is not 
essential to have both participation and Government loans under section 308 
exceeding the present statutory limit of 50 percent of net worth. However, we 
have no particular objection to using section 303 in supplying the necessary 
leverage through secondary refunding in the absence of participation provided 
the statutory limit was increased to a minimum of 4 to1 of net worth. In either 
case, any loans granted under section 303 should not be secured with specific 
collateral of the small business investment company, as such a requirement 
would negate the opportunity of the SBIC’s to secure future refunding in com- 
mercial markets. The management of this company fails to understand pos 
sible achievement of the aspirations of the small business investment program 
heretofore designed, which inflicts many and varied regulations, restrictions, and 
supervisory controls on SBIC’s, without offering compensating advantages. The 
management, further, is not aware of any lending institution presently operating 
successfully in our economic structure, operating entirely on its own invested 
capital without means of leverage or secondary refunding, and thus we fail to 
understand, that it is possible for a small business investment company to operate 
successfully on its own capital. 

We therefore again respectfully reiterate our contention that if the objectives 
of the Small Business Investment Act of 1958 are to be achieved, the Government 
must be prepared to supply the primary and essential sources for its financial 
survival, by providing leverage through some medium until such time ag the 
SBIC’s are established to the point that they can secure this function in ¢om- 
mercial markets. 

Respectfully submitted. 


UNITED SMALL BUSINESS INVESTMENT CORP., 
NATHAN S8, Jacosson, Chairman of the Board, 
JEROME GOLDFEIN, President. 
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The Cuatrman. Dr. Harold Smith, economic program director for 
W. E. Upjohn Institute for Employment Research, Kalamazoo, 
Mich. 


Dr. Smith, we are glad to have you, sir. 


STATEMENT OF HAROLD SMITH, ECONOMIC PROGRAM DIRECTOR, 
W. E. UPJOHN INSTITUTE FOR EMPLOYMENT RESEARCH, KALA- 
MAZOO, MICH. 


Mr. Smirn. Thank you, Mr. Chairman. 

The Cuarmman. We shall appreciate your observations. 

Mr. Sairu. I can cut this very short, or I am even free to perform 
or to appear tomorrow morning, if that might be a better thing to do. 

The CuHatrMan. Well, let us start on it now. 

Mr. Smira. All right. 

The Carman. | would not say cut it too short. 

Mr. Smirxe. Mr. Chairman and members of the committee, I am 
very happy to be here. 
~ Iam Harold T. Smith of the W. E. Upjohn Institute for Employ- 
ment Research in Kalamazoo, Mich. 

The occasion for my being here is that the institute in Kalamazoo 
has been very much preoccupied with the problems of small busi- 
ness for several years, and this pamphlet or monograph on “Equity 
and Loan Capital for New and Expanding Small Business” is the 
last of three of our reports on the problems of small business.* 

If I were to have filed a statement, which I was not asked to do, 
it would practically be part 3 of this report on the Small Business 
Investment Act. 

Now, since this was written, we were approached by some 50 men 
in our community to help them organize a small business investment 
company. We knew that it was being talked about, but we were not 
a party to it until this developed. 

So we have taken our time to help this group write their proposal, 
and the proposal was filed with the Detroit district office last weekend. 
The Washington office has not seen it. 

I would like to say that the Detroit office has given us unlimited 
cooperation, very excellent cooperation. We certainly could have 
nothing but praise for the way that office has performed. 

It has spent many, many hours on this, more than it could if there 
were really a large number of proposals in process in our State, which, 
it seems, was not the case. 

Our company is starting on the smallest possible basis, that is, 
in spite of the fact that in this monograph of mine I say that any 
company must be $3 million to $5 million of capitalization in order 
to make out and serve any kind of a community. Now we know that 
is true in our community, but we are starting this way, and we are 
starting this way with the full belief that it will not be long until 
we will be required to go out and raise more capital, file with the 
Securities and Exchange, and all of that sort of thing. 

Now, as to my assignment, which was to comment on the points 
that have been brought out pretty much, first, I would like to say 





* Retained in committee files. 
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that there are several essential features that are important to the 
SBIC. 

One is that it must be able or become able to draw funds from the 
private capital and loan markets of the economy. It cannot count 
on getting all of its funds from the Government. If it does, then 
we are completely wrong. 

It must develop, if this thing is to work as it is intended to work, 
that our banks, our insurance companies, our other financial institu- 
tions that have professed so long that they would like to participate 
in the small business sector of the economy for investment purposes 
must provide these funds. If they do not come to be willing to accept 
the obligations of the SBIC, then we are in serious trouble. 

I cannot warm up to the idea of our turning entirely to the SBA 
under section 303. It seems to me that is a step in the wrong direc- 
tion. That is not a private enterprise proposition, as this act intended. 
This is a challenge to private enterprise, and let us private enterprise 
grab the ball. 

It seems to me if we make borrowing from SBA too easy and too 
voluminous, then we put the SBIC in the position of appealing to 
private funds only after it has exhausted the Government source of 
funds, and it seems to me that should not be the case. 

If there is going to be trouble with the banks, insurance companies 
fulfilling their virtual promise, “Yes, we would like to get in on this,” 
then I think we need to think rather rapidly of the small business 
Reserve bank proposal that two of the witnesses have suggested here 
yesterday and today. 

In my own judgment that is coming, anyway. We are bound to 
get to the point where we will have to have some kind of a Reserve 
bank where the obligations of the SBIC may be rediscounted, in a 
sense, using commercial language, commercial bank language, and 
possibly the time has come when we ought to begin to think about it. 

So, unless this business of our drawing funds from the private 
capital market will work, an absolute essential to this system has 
failed, and I do not think it needs to fail. I just do not believe it 
does. 

Sure, we probably need the Government to carry us through until 
the financial structure gets acquainted with us, and gains faith in 
us and belief in us, and then they must warm up to this. 

Now, a second thing, the SBIC must find ways and means of pass- 
ing these funds on to small business at terms which are acceptable 
to small business, as well as at terms which will cause investors to 
invest in SBIC’s. 

Four months ago the investors were lagging—lagging badly. They 
started out, you know, with tremendous enthusiasm, and then they 
cooled off. 

Well, what were they waiting for? They were waiting for certain 
corrections in the law and the regulations to be made, as they saw 
it, and they were also waiting to see if some of these early small busi- 
ness investment companies—well, to see how they would turn out. 

Two things have happened since then. One is that the Senate 
passed its bill 2611, and we are led to believe that the House is very 
likely to do the same, and that will go a long way toward meeting 
some of the problems. 
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Secondly, we find these SBIC’s that have now been in operation 
a few months saying loudly that they have business, that there is a 
job here to be done and that things can work out; and I think now 
we are moving into a period where investors are not going to lag 
as they did. 

But ways and means must be found of passing these funds on to 
small business on terms that they will accept. 

It seems to me we have heard a great deal today and yesterday 
about being allowed to have terms that will protect the SBIC more 
and more and more, but we must remember that we are going to have 
to pass these funds on, and small business itself is the end for which 
this thing was organized, and that is a test that must be applied to 
every restriction and regulation that comes along. 

Another thing is the SBIC must be so advised that it will operate 
in the area of small business. Particularly since it is subsidized in 
a measure, it should not operate in areas where it will compete for 
funds with financial organizations that, likewise, are out for funds 
in the investment markets. We have to remember, too, that, if we 
are going to take the privileges, we will have to take the restrictions 
that surround the privileges. 

It seems to me that—I had better skip along here. 

There are three tests that need to be applied whenever we talk 
about removing restrictions or putting on restrictions, and one is 
this: The SBIC must suffer the usual restrictions and controls that 
similar or comparable financing facilities must suffer. That is just 
for the public good and to cause them to be fair competition with the 
other facilities; and they must suffer the restrictions that are essen- 
tial because of subsidies in even the smallest measure. They must 
suffer the restrictions that are necessary for the public good because 
of the tax favors, and so on. They must at least expect to have the 
restrictions that all firms should have, and that is the—they have 
to pass that test, and I think every restriction ought to be tested by 
that. Is this necessary for the public good? Is it necessary to hold 
the SBIC in the area where it should operate? Is it necessary to pro- 
tect other firms from competing with unfair competition ? 

All right, now for these different areas. I have already said that 
I cannot warm up to the idea of making 303 loans easy or increasing 
them to 100 percent, and all that sort of thing. 

It is perfectly all right, except it ought to be remembered that they 
must not be so easy that the SBIC will not look to private funds and 
develop private channels. 

Now, the matter of attracting ownership and management: The 
tax-deductible bad-debt reserve is simply good business. I cannot see 
that you possibly can get away from that. 

I liked Mr. Morgan’s progressive idea of finding out what that 
reserve ought to be. I do not think anybody can tell us what it ulti- 
mately ought to be. 

There is a considerable agitation that banks invest more than 1 per- 
cent—be allowed to invest more than 1 percent—of their own capital 
and surplus in the SBIC’s. It seems to me that becomes a matter of 
public policy. Do we want the banks to own and operate the SBIC’s 
or do we want the cross section of the communities to own and operate 
them ? 
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In our little firm there is not a banker in it, not a banker that owns 
a share, not one single share. 

We have the blessing of the banks. They are helping us in every 
way they can. They are volunteering to serve on our investment com- 
mittees 1f we want them to. They are all for us 100 percent, and the 
largest bank said to me, as I interviewed them, “You know well enough 
if we could have owned one of these, we would have had one a year 
ago.’ 

"So that becomes a matter of public policy, to change it from 1 per- 
cent to 2 percent, is not going to make much difference. 

It is a question of whether you want the banks to be the principal 
owners. As it now stands, all the banks collectively in our community 
could not own the controlling interest in the smallest SBIC, which 
would not be anywhere near large enough to take care of the com- 
munity, so you are talking about something rather large. 

Small concerns having to buy stock: That, of course, has not worked 
out, and I do not believe I need to stop on that. I think that is prob- 
ably one of the things that will be taken care of. 

The use of restricted stock options: I am almost surprised at how 
much of an issue is made of that. I do not know that I see any rea- 
son why it should not be permitted. 

The idea itself leaves me a little bit cold. Perhaps it is my public 
interest philosophy more than my business sense that leads me to feel 
that way, but I do not see that it does any good, that it accomplishes 
any of the purposes that restrictions are supposed to accomplish, not 
to permit that. 

Now, the matter of flexibility in financing small business is major. 
It is as major as this matter of making sure that the SBIC can draw 
funds from the capital market. 

I refer to it as “flexibility” because it seems to me that is what it 
means. We are entering into a new field. We are really devising a 
fourth banking system in our society, one to provide equity capital. 

I am surprised at how many of the firms seem to be loan institutions, 
and they really are, perhaps, not equity financing, as it seems to me 
was intended. 

But the SBIC is called upon to provide for creativity, to allow for 
creativity, to allow for experimentation, to allow for the play of 
imagination, and to come up with new devices of lending, new ways of 
appraising the worthiness of firms, new instruments that may be used, 
and all of that, and so it seems to me that that ought to be reviewed, 
and that there should be greater flexibility provided. 

I feel that the debenture bond is a perfactly worthy instrument, 
and I see no reason why it shouldn’t be loosened up a bit to allow 
greater creativity and greater flexibility also. 

IT am not so enthusiastic about their supporting debenture bonds 
with a lot of collateral of various types. That is what loans are for. 

Now, that is not equity, and it seems to me if they are going to deal 


in equity, it seems to me they ought to deal in equity, and it seems to 
me, if they say, “Yes, we will give you equity,” and then take all the 
security that the firm will need to go to a bank later, then I just do 
not see the point to that. 

There are certain other things. Permission to make any form of 
equity investment: In general, I think that is correct, they ought. to 
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have that permission, permission to take convertible collateral deben- 
tures. 

It seems to me the philosophy of the firm is going to determine 
that. 

One suggested the removal of the “callability” feature in equity 
financing. I cannot see that. I do not believe you will get to first 
base with small business if it does not have a chance somewhere of 
regaining its ownership, if it is able to, and to deny the small firm 
that writeoff, I do not see that at all. 

Increase of leverage is not a substitute for more capital. It is a 
loan proposition. ‘This matter of providing equity to individual 
enterprises, I do not see that that is important. 

A small enterpriser, if he is going to expand and grow, ought to 
incorporate, anyway. So, I just do not see where that is to be im- 
proved a lot. 

Invest in other Government securities: I do think that needs to be 
reviewed. The point of it, I take it, is to keep the SBIC in the area 
of small business. If you allow him to invest in anything under 
heaven, then he does not need to stay in the area of small business, 
but possibly there could be some ce in what he might invest- 
his reserves in, and I think possibly that ought to be reserved. Pos- 
sibly, short-time loans, there is no place for them at all in this system. 
That is the bank’s business. 

One of the first people, first firms, that came to me when they 
heard we were organizing this company, such a company, was a per- 
fectly good little firm that had gotten along beautifully, no seaaiien 
at all, but he was ready to expand, and he wanted to borrow some 
money for 3 years. That fellow should go to the bank, and it should 
be our business to send him there. He should not pay the interest 
rates that we would have to have for more risky lending. He should 
have bank loans and 

Mr. Sruurs. Dr. Smith, if I might interrupt ? 

Mr. Smiru. Yes. 

Mr. Stutts. What would be your definition of long-term loans ? 

Mr. Siru. I think the 5 years is perfectly all right, but I think 
when you get down to 3 or 4 years—the banks in our area, at least, are 
doing that kind of business and doing it extensively, and I would 
rather send that man to the banks- 

Mr. Sturts. Or to the SBA. 

Mr. Smirn. Or to the SBA if he were on the other end of the 
scale. 

I am of the opinion that, while in our town there has never been 
an SBA loan, before we operate very long there will be, because I 
think people will come to us that we cannot handle, but we can help 
contact the SBA. 

Now, in Michigan—and this is something nobody has mentioned, 
and we may be off our base—but we have been preoccupied in Michi- 
gan with the definition of “small business.” We do not think it is too 
important right now, but we think we are likely to come to the time 
when firms, growing firms, get to that marginal point, and are they 
or are they not small business under this definition, and they may go 
to Washington to get a decision. But I am an old OPA man—I 
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put in 4 years there—and this business of running to Washington to 
get decisions, I just do not quite believe belongs to peacetime. 

I would, I think—it is all right to have the provision there, but we 
think we need a more definite definition of “small business” so that 
small business itself may know what “small business” is, and the SBIC 
may know, and all of that. That is not a problem now, but it may 
become a problem. 

I would like to say a word about the regulations themselves, if I may, 
in closing. 

I feel that the regulations of December 4, 1958, were written in 
the light of the great enthusiasm for organizing SBIC’s that pre- 
vailed at that time, and they were set up, they were written very much 
against the background of—well, here are all these people who are 
trying to turn a fast buck, or they think they have something awfully 
good here, and they need to be curbed a bit. In other words, I think 
there was too much of the restriction idea in mind and, perhaps, the 
tone was colored a little bit. 

I know that under cross-examination I could probably be cross- 
examined under the table on this, but I would like to express the 
feeling just the same, and then I will slide under the table. 

It seems to me that times have changed on that, and that it would 
be a good idea to reexamine the regulations in view of the present 
situation. 

There are not hundreds and hundreds of SBIC’s wanting to be 
organized. The thing has shaken down more to reality, we believe, 
and, perhaps, if that were reexamined in the light of what is neces- 
sary to help the SBIC draw funds from the market to finance small 
business with equity capital, and even loan capital, rather, as distinct 
from straight loans, and what will keep them operating in the small 
business area, might bring very large results. 

That is not by way of criticism of SBA. I know well enough what 
their problem was, and I think they did a swell job of it. 

But I do believe that that might be done, a reexamination of what 
would be helpful in making things a little easier and a little clearer 
and a little more positive and helpful, perhaps, than restricted. 

Mr. Chairman, I think that is all the time I should take for my 
presentation. 

The Cuatrman. Thank you, Dr. Smith. It is a very interesting 
statement and a very good summation. 

Mr. Stults, any further questions? 

Mr. Srutrs. No further questions. 

The Cuairrman. Dr. Smith, will you wait just a minute? 

Mr. Ansberry ? 

Mr. Ansperry. Dr. Smith, do I take it correctly that, at the present 
time, you are against increasing the leverage available to SBIC’s? 

Mr. Sarru. I would not like to have it put quite that way, but I 
would like to have any increase in leverage that is made, made with 
the full consciousness that the SBIC must look to the private economy 
for its capital within a short time. There ought to be the kind of 
provisions that will force it to do that, encourage it to do that, and I 
personally would feel that much of the favors presented now by SBA 
should, in the course of not too long a period, be removed. 
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This has to be a private enterprise project or else we are on the 
wrong track. We had just better take tax money to support it and 
have it all over with. 

Mr. Ansperry. What do you think is the minimum economic size 
for SBIC’s? 

Mr. Smiru. I think it should be anywhere from three to five mil- 
lion, I really do. I think—in our community we could not do the 
job for less than that, much less make a living at it. 

Mr. Ansperry. It is pretty difficult to raise 3 to 5 million in equity 
capital for an SBIC, except, apparently, in the electronics field. 

Mr. Smirn. Well, at this stage, I question that. It would depend 
a lot upon the size of the community. I think we can in our com- 
munity. If I did not think so I would feel rather discouraged about 
it because I think that is what we need. 

It is a community of 125,000; it is an industrial community; it is 
a healthy community. Itisa hotbed of new firms starting up all the 
time, and all the resources for industry are there except this matter 
of financing facilities, and I am of the opinion, we are of the opinion, 
that when we get this thing started, and the thing starts working, 
there will be capital come forth out of our own community. 

Mr. Ansperry. Do you feel that these companies should be exempt 
from the Investment Company Act of 1940? 

Mr. Smiru. I do not really believe so, no. I do not think it is 
possible. I do not think it would be feasible. 

Mr. Ansperry. I am not talking now about the Security Act of 
1933 ; Tam talking about the Inv estment Company Act of 1940. After 
all, these companies are regulated now by SBA. 

Mr. Smrru. Yes. 

Mr. Ansperry. Do they also need to be regulated by the SEC, 
except in the case of public issues of stock ? 

Mr. Smirn. I am sorry, when you draw that distinction, it is possi- 
ble that they need not be; but I do not think I am an authority in 
that. area or should try to be. 

Mr. Ansserry. With respect to statutory tax-deductible bad-debt 
reserve, you say that, of course, in principle you are in favor of it. 

You realize, of course, that when the problem comes up actively 
and somebody files a tax return, if the Congress does not make the 
guess as to what the reserves should be, then the individual revenue 
agent will, in the first instance, have to make the guess? 

Mr. Sarrn. That is true. I think that there will have to be made, 
if that is permitted, there will have to be something definite in the 

icture. I doubt if anyone can come up with the correct figure. 

hey will either have to pick a figure somewhere out of the air, out 
of the experience of other lines of finaneing facilities, or else, perhaps, 
it would be possible to formulate something such as Mr. Morgan 
stated, start with a 3-to-5 percent figure, and have it grow, and then 
have experience indicate how large it should be. 

Mr. Ansperry. What is your position on the increase of the amount 
of their capital that the banks can devote to this pr ogram ¢ 

Mr. Smirn. The increase the banks should be permitted to invest 
in these, well, again I think that is a matter of public policy. As to 
whether or not it is good for the banks to own these or to control 
them, which they w ould love to do, as feeders, to build, I am inclined 
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to feel personally that this should probably not be restricted, that 
they should be allowed to own whatever is permissible for them to 
own, and if they are able to control one of these, all right. 

If you are in a community that large, there could be another one 
of a different type, another SBIC of a different type, and only in a 
large community in any case could an SBIC be controlled by a single 
bank or even a handful of banks. 

Mr. Awnsserry. That is all. 

Mr. Srvurs. Senator, if I might just observe, I would like to intro- 
duce to you Mr. Peter Moffitt, who is the head of the Connecticut De- 


velopment Corp., the State development corporation. 
Mr. Moffitt enjoyed and found Dr. Smith’s books so valuable that he 


prepared a short summary of it.‘ ; | 
The CuarrMan. We will be very glad to have it for the committee. 


In that connection, let me say that, without objection, there will be 
inserted in the record a letter that Senator Morse received from Mr, 


Sherrill Cleland. 

(The document referred to follows :) 
KALAMAZOO COLLEGE, 
Kalamazoo, Mich., February 18, 1960. 


Senator WAYNE MORSE, 
US. Senate, 
Washington, D.C. 

Deak Senator Morse: I understand that you will chair some hearings of the 
Senate Small Business Committee which will review the Small Business Invest- 
ment Companies Act of 1958 in the near future. I write both as an economist 
and as a proponent of a new Michigan Small Business Investment Co. which 
hopes to be licensed soon, to urge that some basic changes be made in the law. 

The law, as initially passed, considered the plight of the small businessman 
needing capital, but did little to encourage private investors to supply the neces- 
sary capital. With only about 70 small business investment companies licensed 
thus far, the law as it stands is not bringing forth the supply of capital so vitally 
needed. 

Basic reforms should include: (1) permit small business investment com- 
panies to purchase equity interest in a small business borrower rather than 
restricting them to convertible debentures; (2) repeal the section that requires 
borrowers to buy stock in the lending small business investment company; (3) 
consider exempting completely, small business investment companies from the 
Investment Act of 1940; (4) allow small business investment companies, when 
organizing, to borrow an amount equal to their investment (up to some limit, 
such as 1 million) from the Small Business Administration. 

The hearings might also look into ways an untapped capital source might be 
utilized. I refer here to the hundreds of investment clubs located across the 
country. With creative legislation, the money that these people put into listed 
stocks might be channeled to provide new capital for small unlisted firms. 

The law is designed to help the small businessman help himself by creating 
additional financial institutions which he may turn to. However, if he is to get 
this self help, Congress must build realistic incentives into the law so that 
holders of money capital will want to make it available to the small businessman. 

I would appreciate being put on the mailing list of the Small Business Com- 
mitte and look forward with special interest to receiving the hearings on the 
Small Business Investment Company Act. 


Sincerely yours, 
SHERRILL CLELAND, 


Chairman, Department of Economics and Business Adminstration. 


* Retained in committee files. 
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The Cuarrman. May I remind you that on yesterday I announced 
that Senator Morse would preside over the hearings today. I am 
very sorry that Senator Morse is ill and, therefore, not able to be with 
us today. 

The committee will now stand in recess until 10 o’clock tomorrow 
morning. We hope to conclude these hearings tomorrow. 

(Whereupon, at 1:25 p.m., the committee recessed, to reconvene at 
10 a.m., Thursday, February 25, 1960.) 
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FEBRUARY 25, 1960 


U.S. SENATE, 
SeLecr COMMITTEE ON SMALL BUSINESS, 
Washington, D.C. 

The committee met, pursuant to recess, at 10:10 a.m., in room 457 
Old Senate Office Building, Washington, D.C., Senator John Spark- 
man (chairman) presiding. 

Present: Senators Sparkman, Williams of New Jersey, Saltonstall, 
and Cooper. 

Also present: Walter B. Stults, staff director; T. Peter Ansberry 
and Harold Putnam, counsel; Wallace B. Edgerton, administrative 
assistant to Senator Williams of New Jersey; Joseph Skubitz, admin- 
istrative assistant to Senator Schoeppel; Allen Lesser, legislative as- 
sistant to Senator Javits: and Reginal W. Barnes, counsel. Small 
Business Subcommittee of the Senate Banking and Currency Com- 
mittee. 

The Cuatmrman. Let the committee come to order, please. 

We are again confronted with a situation where the Senate is in 
session. ‘There is a live quorum call on now; I am going to have to 
go. However, we have these witnesses here and we want to conclude 
these hearings this morning. So I am going to ask the committee to 
start, and Mr. Stults, who is the staff director of the committee, will 
listen to the testimony. I shall be very glad to read it. I hope to be 
able to get back, but whether I do or not, we shall let the hearings 
continue. 

We hope other members of the committee will be in as soon as we 
get through with this live quorum that is in process on the Senate 
floor at the present time. 

Our first witness will be Mr. Alan K. Ruvelson, president of the 
First Midwest Small Business Investment Co., of Minneapolis, Minn. 

Mr. Ruvelson, we are glad you are here and I should like to stay to 
listen to your testimony, but I shall have to content myself with 
reading it. 

Mr. Ruvetson. Thank you, Mr. Chairman. 

‘ The Cuarrman. If you will excuse me, I shall go to the Senate 
oor. 


STATEMENT OF ALAN K. RUVELSON, PRESIDENT, FIRST MIDWEST 
SMALL BUSINESS INVESTMENT CO., MINNEAPOLIS, MINN. 


Mr. Ruvetson. I shall not presume to occupy the time of this hear- 
ing with a rereading of the prepared statement which you have re- 
celved. 
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I should like to refer, however, in passing, to several of the com- 
ments made therein. We have been most pleased and satisfied with 
the treatment that has been accorded us by the Investment Division of 
the Small Business Administration, and I would like to reiterate our 
comment that we feel it is well that the Investment Division continue 
to look carefully at the various applications for the SBIC’s that will 
operate. 

For once they operate and are licensed under the sponsorship of the 
Federal Government, their operation will be, in a sense, the responsi- 
bility of the Investment Division of the Small Business Administra- 
tion, and we feel that they have done well to evaluate this work not 
only on a quantitative basis but I believe they are sincerely trying to 
do a job on a qualitative basis. 

We believe that a reserve for bad debts approximating 30 percent 
of interest income would be realistic and certainly justifiable. 

Mr. Stvuurs. All that would be excluded would be your income from 
management services or counseling ? 

Mr. Rouvetson. That is correct. 

Mr. Ansserry. Mr. Ruvelson, you do not think you would make the 
percentage—whatever you ultimately decided it should be—the 
amount of your outstanding loans and investments in small business? 

Mr. Ruvexson. I will elaborate on that point. I am just referring 
there to the manner of developing that reserve which will be an offset 
against our outstanding investment. Eee cc 

Mr. AnsBerry. My question is: Do you believe it is better to relate 
it to income or to the amount of outstanding investment in small 
business ¢ 

Mr. Ruvetson. I think there is pertinence in both areas, sir, and I 
do not mean to beg the question. In other words, I believe we can de- 
velop a reserve by allocating certain portions of income on a tax-de- 
ductible basis, and then accumulate a reserve of a size that would be 
considered appropriate for an operation such as ours where we had 
extended loans and making investments with a degree of risk rela- 
tively; what that reserve should be, I do not presume to spell out. 
We do know that, in the area of savings and loans, they consider a 12 

recent reserve appropriate. In our area, it might figure somewhere 

tween 12 and 20 percent. 

Mr. Ansperry. You understand that, although the saving and loan 
reserve is, in effect, measured against loans, it is actually measured 
against deposits? 

Mr. Ruvetson. That is correct. I am aware of that, but I feel, in 
arriving at a means of a deduction from income, that a figure should 
be set up, whether that figure is 25 or 30 or 35 percent, and after we 
have accumulated reserve, then, which may total somewhere between 
12 and 20 percent as an offset against our loans, if you follow me, sir, 

I might—— 

Mr. Ansperry. I am not sure that I do. 

Mr. Ruvetson. Well, we propose or suggest that we should be al- 
lowed as a deduction from our operation all income, a figure which 
would approximate 30 percent of the interest income which we re- 
ceive, and then, as we evaluate the net asset value of our loans or in- 
vestments that the reserve that is accumulated as a result of that 
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writeoff of interest income, if you will, that we be allowed to accumu- 
late over the years a reserve which will be somewhere in the area of 
from 12 to 20 percent as an offset against those investments and loans. 

Mr. AnsBerry. I see. 

Mr. Ruvetson. I would say, to preface the remarks I will make, that 
I would like to refer to the conclusion of our prepared statement. We 
did not, nor do we, expect perfection at the initial stages of our opera- 
tions under this new law. We do believe, however, that, by your 
constant attitude of inquiry and examination, we will be able to evolve 
an ever-improving program for the independent small businessmen 
of our country. 

We feel that the era initiated by the passage of that act, that is, the 
Small Business Investment Act of 1958, will prove to be one of signifi- 
cance to the economic development of our country. And in the spirit 
expressed in that concluding paragraph of my prepared statement, I 
would like for a moment to elaborate on the subject of stock options, 
and to comment specifically on the statements presented here Tuesday 
by the spokesmen for SBA and SEC. 

Mr. Read of SBA stated that his agency was amending its regula- 
tions to permit SBIC’s to grant stock options. He pointed out, how- 
ever, that stock options would not be permitted to companies subject 
to the Investment Company Act of 1940. 

Mr. Gadsby of SEC affirmed this view. Therefore, if it is not 
within the province of SEC to allow SBIC’s an exemption from the 
provisions of the 1940 act barring stock options, then we hope this 
committee will endorse an amendment to the Investment Company 
Act of 1940 specifically exempting SBIC’s from this provision. 

One other point about the SBA and SEC presentations is of some 
concern, and that is the matter of disclosure. Mr. Read stated that 
the SBA had published regulations on reporting requirements and 
pointed out, “SEC may issue its own instructions to SBIC’s reporting 
under the Investment Company Act of 1940 relating to controlled 
companies and other affiliated persons.” 

Mr. Gadsby concurred in this viewpoint. It is unfortunate that 
we do not have before us at this hearing SEC’s contemplated regula- 
tions in this area. We are hopeful that the membership of your 
committee will be given adequate opportunity to evaluate such regu- 
lations as SEC may publish, and that such regulations, to quote Mr. 
Gadsby, will not be “burdensome to the small-business investment 
company and should not in any manner constitute an economic threat 
to the borrower.” 

Thank you. 

Mr. Sruurs. Mr. Ruvelson, as you know, the committee last year 
undertook a rather comprehensive study of shopping centers, the im- 
pact on small retailers. I understand that your SBIC has done some 
work in this field. Could you briefly explain what you have tried to 
do there. 

Mr. Ruvetson. Yes. We have felt, as your committee apparently 
had concluded, that, certainly, one of the areas that merited attention 
was the fact that independent retail business operations were not 
capable of securing locations in shopping centers. 

ow, this is quite understandable from the viewpoint of the shop- 
ping center developer because he is most interested in securing ade- 
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quate financing, which means he must be able to secure mortgage 
funds, and the average small, independent retailer when he puts his 
name on a lease is not generally considered sufficient for a large-scale 
financing situation. 

We felt that rather than accepting this as a fact, and going on to 
another area, that maybe something might be done, and which. would 
be within the province of our own operation. We felt that the greatest 
opportunity existed in the area of the so-called voluntary-sponsor 
group. 

This type of voluntary-sponsor group exists in our area as I am 
sure it must exist in other areas of the country in the field of retail 
food, drug, and hardware. These are the outstanding ex xamples and 
probably the ones brought most dramatically to your attention here, 

We contacted the persons who we thought would have a great inter- 
est in the welfare of the independent merchant and those suffering 
by the trend that has dev eloped whereby a chain operation is the only 
one who seems capable of acquiring these shopping center sites. Our 
first contact was with an organization that had never undertaken any 
sponsorship, and I refer there to a very large wholesale drug firm, 
McKesson & Robbins. 

They indicated their area of concern and the fact that the neighbor- 
hood druggist was losing a good share of his market, and the fact 
that the mass market was migrating to these large-volume shopping 
center outlets, and their customer was not able to compete for these 
locations. 

They indicated a willingness to examine this program and to per- 
form certain functions, if necessary. One of these that they suggested 
was the signing of a prime fixture lease. Fixtures in a modern grocery 
store, hardware store, or drug store amount to a large amount of 
money, more than the average interest was able to assume. They in- 
dicated that. They further indicated they would be prepared to 
assume the liability of signing a prime leasehold and re-leasing that 
operation to a druggist operating in the center. 

Well, in the first case that developed as we picked it up, there had 
been a lease guarantee concern, but McKesson & Robbins did fulfill 
the other requirement, that is, to sign the lease on the fixtures, the 
prime fixture lease. We then engaged in the financing of 60 percent 
of the equity investment required in this independent shopping cen- 
ter retail drug. 

In the interim, we had been in close contact with a large, voluntary- 
sponsor food organization. I refer to the Super Value Stor es, Inc., of 
Minneapolis. Although it is in our area, it occupies a very large role 
nationally in the field of voluntary-sponsor groups. They had been 
engaged in the type of merchandising for the past few years, and 
the patter n of signing prime leaseholds was not a new one to them. 

We presented our program, and in the period of the past 7 months 
have prepared a program which is designed for a situation exactly 
as they have set up, and which permits their dealer to take advan- 
take of our equity financing program, and it is presented to them. 

On the basis of these two developments, we then were able to make 
contact in the hardware field and we have established a working ar- 

rangement with another sponsor of a voluntary group, Janney, Sam- 
ple, Hill, of Minneapolis. They currently sponsor a group of stores in 
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excess of 600, and they transferred their operation in the past year 
from a straight line and traditional wholesale operation into this 
yoluntary-sponsor group. 

So what are we, in effect, accomplishing? We are the catalyst to 
effect a three-way partnership. In other words, the financial strength 
and the prestige of these sponsoring organizations is used to secure 
the geographic opportunity, the location, the site. The individual 
merchant is able to furnish his own resourcefulness, his individual 
skills and ability. We are in the position then of furnishing money 
so that it is, in effect, a three-way working arrangement, and we are 
finding it possible to develop this program, and we believe that it 
has great promise for the independent merchants to effectively com- 
pete with their chain-store competition. 

Mr. Stutrs. Thank you very much. The document—is that avail- 
able so that we may either include it in the record or—— 

Mr. Ruvetson. This is my own brochure. I am sorry. 

Mr. Sruutrs. Well, I wonder if—let me talk with you after the 


hearing to see if our Subcommittee on Retailing might be able to util- 
ize that material. 


Mr. Ruvetson. Yes. 

Mr. Stutts. Mr. Ansberry ? 

Mr. Ansperry. Mr. Ruvelson, what is the total amount of your in- 
vestment in small business, so far? 

Mr. Ruvetson. I will give you the total amount, and I will qualify 
and tell you of our programing and projection. 

At the present time we have a total of $150,000 outstanding in in- 
vestments of both a term loan and convertible-debenture purchase. 
We have been somewhat out of the market the past 30 days because of 
the fact that we have been developing a program of expansion of our 
capital structure, which is being rendered necessary by the projections 
furnished us by these voluntary group sponsors. We felt that unless 
we were realistic about it, there would be no point in loaning out our 
last dollar from the till, and that we would have to be assured of ade- 
quate resources. 

I am able to say at this time that at a stockholders’ meeting on 
Tuesday, we voted to accept a firm underwriting agreement which 
will raise our capital and surplus to over $1 million, and which will 
permit us to carry on the operation and the equity financing as we 
have projected it for a period of 18 to 24 months. 

Mr. Ansperry. What is the interest rate which you charge? 

Mr. Ruvetson. We charge a rate of 7 percent simple on our con- 
vertible debentures, as we have prepared them in the past. That is 
not to represent that this is our ceiling or an absolute limit, but all 
debentures which we have prepared in the four transactions that we 
have effected have had this rate of interest of 7 percent. And in our 
equity programing for these three voluntary sponsor groups, we 
are offering that rate subject to revision. 

Of course, the money market might change drastically, but we feel 
as it is presently set that we can operate on that basis. 

Mr. Ansperry. On anonconvertible loan, what do you charge? 

Mr. Ruvetson. We have had several situations where we have ex- 
tended a term loan, but they have been a portion of a convertible- 
debenture purchase as well as a straight loan. In other words, a com- 
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bination transaction. But we did not differentiate on the interest 
therein. 

Mr. Struurs. In that way you do somewhat collateralize your deben- 
tures, do you not? I mean, in a sense you make a debenture and a 
collateralized loan ? 

Mr. Rouvetson. In the two situations where we had hybrid loans, 
you might, in a sense, construe that we had, although the convertible- 
debenture purchases are debenture purchases as such. 

Mr. Sruurs. Do you count on making money at the 7-percent rate, 
or are you looking more for the convertible features ? 

Mr. Ruvetson. We could not realistically contemplate making any 
money on a 7-percent rate. Obviously, the cost of raising funds or 
securing institutional funds will pretty well effectively take care of 
the cost of the money there. 

However, we do feel that we will be able to effect capital gains 
which will make our situation attractive. 

Mr. Sruuts. One bank holding company is the owner of the SBIC? 

Mr. Ruvetson. No. I would like to restate the situation. Our 
company raised its capital through the sale of stock to approximately 
35 or 36 private holders. Of these holders, the Northwestern Na- 
tional Bank, which is the largest commercial bank in our area, is a 
stockholder, not the holding company, Northwest Banco, but the bank 
itself. They hold just slightly under 5 percent of our capital stock. 

In effect, we have the advantage of bank participation and interest 
and some access to the use of their facilities, whereas at the same time 
95 percent of the capital interest and, of course, some of the skill 
and know-how is furnished from the business community. 

Mr. Stutts. Yes. 

Mr. Ansperry. You recommend exemption of SBIC’s from the In- 
vestment Company Act of 1940. Would you care to comment on 
that ? 

Mr. Ruverson. Well, I would say that from our own limited ex- 
perience, and going through the process of a preliminary registration 
and answering some of the questions that were propounded under the 
Investment Act, we found most of them totally not apropos of our 
situation. 

I realize there are several SBIC’s presently licensed, as well as some 
that may be licensed in the future, that will function within the ac- 
cepted and traditional role of an investment company. In our case, 
however—and that is the only one I feel competent to discuss—we 
do not have a so-called management group operating on a fee basis, 
nor are we in the position of acting as underwriters, nor are we in the 
position of buying and selling securities to and from ourselves. 

We function in our situation where we have an officer, and I am the 
only salaried one, on the basis of a traditional employer-employee 
relationship. So I realize there are valid reasons for the Investment 
Act, but I do not feel that the reasons for regulation are exactly 
apropos in the type of an SBIC such as we are operating. 

Mr. Ansperry. Have you also recommended that the requirements 
of the SEC with respect to the disclosure of borrowers’ indebtedness, 
financial data, needed, as you put it, drastic modification? What type 
of modification would you suggest ? 

Mr. Ruverson. I did not have the benefit of being able to hear the 
testimony Tuesday of Mr. Gadsby, inasmuch as I was occupied with 
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business in Minneapolis. I did have an opportunity to look at his 

statement, and he indicated in that statement that they were takin 

some appropriate steps that would eliminate some of this area o 
tential criticism. 


We have borrowers, and they come to us, and I am sure they are 
human and they feel there is no more reason for their affairs to be 
bandied about than they would be if they were in the hands of a bank, 
and that I concur in. 


Mr. Gadsby indicated that we would have an opportunity in filing 
to request so-called confidential handling of this type of information, 


and if such is the case, of course, a good part of our objection would 
be eliminated. 


Mr. Ansserry. That is all I have. 

Mr. Stuuts. Mr. Ruvelson, sitting at the table with us are repre- 
sentatives of various Senators on the committee, Joseph Skubitz, who is 
administrative assistant to Senator Schoeppel; Wallace Edgerton, 
administrative assistant to Senator Williams of New Jersey; Allen 
Lesser, legislative assistant to Senator Javits of New York; and Regi- 
nald Barnes, who is counsel to the Subcommittee on Small Business 
of the Senate Committee on Banking and Currency. 

Do any of these gentlemen have any questions? 

Thank you very much, Mr. Ruvelson. 

Mr. Ruvetson. Thank you very much. 

(The prepared statement submitted by Mr. Ruvelson is as follows :) 


STATEMENT OF ALAN K. RUVELSON, SECRETARY OF THE NATIONAL ASSOCIATION OF 
SMALL BUSINESS INVESTMENT COMPANIES AND PRESIDENT OF THE FIRST MIDWEST 
SMALL BuSsINEss INVESTMENT Co., MINNEAPOLIS, MINN. 


I should like to take this opportunity to thank you, Mr. Chairman, for your 
kind invitation to speak before your committee. Your letter of invitation indi- 
cated that you desired a statement covering our experiences as a proponent 
and a licensee and our general views with regard to the act, the regulations, 
their administration, and any needed changes. As regards the various points 
raised in your letter, I would answer these in order. 

Insofar as the time consumed in obtaining our license and any obstacles en- 
countered, I would advise the following: 

As your committee may know, we were one of the first two companies li- 
censed in the country. We were advised on March 18 that we had been licensed 
by the Small Business Administration. On that same date, the Citizens & 
Southern Small Business Investment Co. of Atlanta, Ga., was likewise licensed. 
Chronologically we received our copies of form 414 in December. They were 
submitted to the regional office of the SBA on December 12. On December 
28 we received notice to proceed. On March 18, our license was granted. All 
corporate work and licensing application was done by a firm of St. Paul 
attorneys. The particular attorney handling our work had no previous govern- 
mental experience. Notwithstanding, we had no difficulty in comprehending 
the regulations. It is our opinion that the Investment Division of the Small 
Business Administration acted expeditiously considering the fact that they 
were spelling out a new area in the field of finance. We feel that it is well 
that the Investment Division look carefully at various applications, for the SBIC’s 
will operate, once licensed, under the sponsorship of the Federal Government, and 
as such, their licensing is indeed a serious responsibility. 

As to our experiences since obtaining our license, I might advise that the 
first debenture purchase made by our company was in the early part of June. 
The company is engaged in the production and sale of hybrid seed corn. The 
amount of the convertible purchase was $61,500 which is the legal maximum 
purchase with our present capital structure. In the months of November and 
December, we finalized three additional transactions: one, a combination of a 
term loan and a convertible debenture purchase to a firm engaged in the premium 
incentive and sales promotional business. Another combination transaction was 
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to an airplane instrument certification firm. Here also we purchased con- 
vertible debentures and made a term loan. The fourth transaction completed 
before the end of 1959 was to a newly formed drugstore corporation located in 
a new shopping center in southern Minnesota. This transaction was a con- 
vertible debenture purchase. It is in this latter type of financing that we have 
been making our greatest effort and progress to date. We have established work- 
ing relationships with a large national wholesale drug firm, a voluntary sponsored 
group of food stores, and a voluntary sponsored hardware group. We have 
established a program in these fields which we believe to be quite unique. By 
this team relationship, we will make possible the location of additional inde- 
pendent merchants in shopping center locations to which hitherto they have 
had restricted access. The convertible debentures that we will purchase in 
this field will have maturities from 5 to 10 years, permit prepayment without 
penalty and we will furnish up to 60 percent of the working capital require- 
ments of these independent operations. I refer herewith to the attached story 
which appears in the current issue of the Minneapolis Chamber of Commerce 
publication, Greater Minneapolis. 

At the present time, we are planning a public issue. This will bring our 
combined capital and surplus to over $1 million. We are contemplating this on 
the basis of a projection of our requirements, particularly in the food, drug, 
and hardware fields. We believe that the sale of our stock is the most appro- 
priate manner of expanding our operation at this time. 

You have requested our views on suggested changes in the law and its ad- 
ministration. In this connection, I should like to point out that I speak now 
not only as president of First Midwest, but I am also authorized, as secretary of 
the National Association of Small Business Investment Companies, to state that 
the following comments reflect the views of the majority of the membership of 
the association : 

1. A statutory tax deductible loss reserve similar to that now granted the 
savings and loan associations would in our opinion be most desirable. How- 
ever, because of the greater element of risk in SBIC investments and their long 
maturities, we feel that a tax deductible loss reserve should be larger in size 
than that permitted for savings and loan institutions. We believe that one 
approximating 30 percent of interest income would be realistic and certainly 
justifiable. 

2. SBIC’s should be allowed participation in regular SBA loans under section 
7 of the SBA Act, particularly where the SBIC has not acquired any of its ini- 
tial capital from the SBA. We feel that where capital has been acquired wholly 
from private sources that the SBIC should be permitted the same opportunity 
to participate in SBA loans as other private commercial lending institutions. 

3. We believe permission should be granted to SBIC’s to make any form of 
equity investment in small business, and that we should not be restricted to 
the convertible debenture in order to effect the acquisition of potential equity. 
It would be advisable for Congress to specify the other types of securities that 
an SBIC may acquire. 

4. We believe that we should have the permission to collateralize convertible 
debentures where possible. This permission is given in the Proxmire bill. 

5. We believe that the present statutory ratio of Government loans under sec- 
tion 303 should be altered to a higher level than the 50 pereent now permitted. 
This suggestion again has even greater validity for those SBIC’s not utilizing 
governmental funds in their capital structure. It would be helpful if the Gov- 
ernment would grant 303 loans to SBIC’s without specific collateral inasmuch 
as the present developmental phase of the SBIC program does not make them 
attractive to most institutional lenders because they have not established an 
earnings pattern, and further, the size of the typical SBIC is not large enough 
to warrant their attention. This point has increased urgency in view of the 
fact that the Government as yet, has not seen fit to establish any type of a re- 
discount or insuring agency for term loans. 

6. It would be desirable that permission be given to grant restricted stock 
options to key men. This would be the least expensive way of attracting and 
holding qualified personnel. 

7. In the area of general suggestions, it might be well to examine the feasi- 
bility of developing a federally sponsored insurance program to cover secured 
term loans. This could be done within the framework of the investment divi- 
sion of the SBA. To our way of thinking, it would be more desirable to employ 
Government funds and sponsorship to insure the success of this type of program 
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rather than the utilization of governmental funds and efforts to make 302 loans 
for participation in the capital structure of SBIC’s. 

8. With respect to the SEC and its administration of the various securities 
laws, we feel very strongly that two areas in particular will require corrective 
action by the Congress. We feel that SBIC’s should be given an exemption from 
the provisions of the Investment Company Act of 1940, and we feel that present 
SEC requirements with regard to disclosure of the identities and operational 
details on Our borrowers should be modified drastically. 

It may well be, that a few SBICs operate in the aceepted tradition of a 
conventional investment company, however, these are the exception. Most 
SBICs do not operate through a management company nor are the purchase 
and sale of equity securities done by an outside organization. There is not 
the same degree of dualism or conflict of interest as might exist with the usual 
investment company. As one who is contemplating registration under the 
Investment Act of 1940, we can say from our own experience that most questions 
raised therein are inapropos and inapplicable. Our investments are in unlisted 
securities of relatively small companies and we should not be subjected to the 
same custodial restrictions as a typical investment company, for this is too 
costly and cumbersome for the average SBIC. 

On the matter of disclosure, SEC currently requires SBICs to include in 
their prospectus some 14 different items of detailed information on each concern 
in which the SBIC has invested more than 5 percent of its assets. All of this 
information, plus the names and addresses of such borrowers, becomes a part 
of the public file at SEC and is available for examination by anyone who takes 
the trouble to visit the SEC office. Our borrowers are understandably opposed 
to having the intimate details of their operations and finances spread on the 
public record. Unless something is done about this, we can foresee the situation 
where a very attractive investment might be foreclosed to us by virtue of the 
simple fact that the prospective borrower would be opposed to such publicity, 
We, as an SBIC, would have no objection to supplying all of this information 
to SEC if that agency would treat the information as confidential material, not 
to be made a part of the public file, and I do not believe that our borrowers 
would object to such a procedure. For purposes of our prospectus, however, it 
seems to us that more general a statement of the nature of our investments 
should suffice. 

The members of the Select Committee on Small Business, United States 
Senate, are to be commended for their efforts in behalf of this program. We 
wish to express our appreciation to the chairman of this committee and its 
members for their kind invitation to submit the above statement. We hope 
that we may be of some assistance in your evaluation of the progress made 
under the Small Business Investment Act of 1958. We did not, nor do we, 
expect perfection at the initial stages of our operations under this new law. 
We do believe, however, that by your constant attitude of inquiry and ex- 
amination that we will be able to evolve an ever-improving program for the in- 
dependent small businessman of our country. We feel that the era initiated by 
the passage of that act will prove to be one of significance to the economic 
development of our country. 


INVESTMENT FirM Hetres SMALLTOWN Druaeist “Go Bia TIME” 
(Reprint from Greater Minneapolis, January 1960) 


A plan to help qualified smalltown and neighborhood druggists to go bigtime 
in the many new shopping centers springing up throughout the upper Midwest 
was announced jointly by First Midwest Small Business Investment Co., Min- 
neapolis, and McKesson & Robbins, Inc., national wholesale drug firm. 

Alan K. Ruvelson, president of First Midwest, said the plan is made possible 
by his firm’s willingness to purchase convertible debentures from druggists de 
siring to open stores in shopping centers. 

George Doerr, Jr., division manager of McKesson & Robbins, Minneapolis, ex- 
plained that while his company has no financial interest in the proposed trans- 
actions, it desires to assist competent merchant-pharmacists in becoming 
located in high-volume shopping centers. 

McKesson & Robbins, the Nation’s largest drug wholesaler, has the potential 
to help druggists obtain leases in many new shopping centers now being de- 
veloped throughout the upper Midwest, Doerr explained. 
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First pharmacist to obtain funds by selling debentures to First Midwest is 
Murry Ewalt, a druggist now operating in Lake Crystal, Minn. Through receipt 
of funds which approximate $25,000 from First Midwest, Ewalt will open a 
modern drugstore in a Winona, Minn., shopping center now being developed. 

Ruvelson pointed out that the transaction is doubly significant, because it 
marks a “first” in an arrangement to enable independent merchants to improve 
themselves through their own initiative and because it sets a pattern that can 
be repeated over and over again throughout the area. 

Each merchant selling convertible debentures to First Midwest will—like 
Ewalt—retain ownership and control of his business. The convertible deben- 
tures carry a minimum maturity of 5 years, with prepayment privilege without 
penalty. 

First Midwest Small Business Investment Co. was one of the Nation’s first 
two investment companies to receive a license. The firm provides long-term 
equity financing as well as management counseling service for small businesses 
throughout Minnesota, Wisconsin, North and South Dakota, and Iowa. 

Herman C. Nolen, McKesson & Robbins president, said “The First Midwest 
Small Business Investment Co. of Minneapolis and Mr. Ewalt have demonstrated 
that the Small Business Act, passed by Congress last fall, can be used effectively 
to provide risk capital for competent and qualified pharmacists. We congratu- 
late them on making the intent of this law a reality, especially in the retail durg 
field where the success of the independent pharmacist is so important to both the 
industry and the consumer.” 

Duncan H. Read, deputy administrator of the investment division of the Small 
Business Administration in Washington, said to Mr. Ruvelson: 

“Permit me to congratulate you and the First Midwest Small Business Invest- 
ment Co. on the plan you have developed with McKesson & Robbins. This plan 
should be of great benefit to the small business segment of the economy and 
materially promote the aims of the Small Business Investment Act.” 

John A. Moorhead, president of Northwestern Bank of Minneapolis which is 
an investor in First Midwest, pointed out that “this is the type of financing that 
sometimes has been difficult to obtain in the past and which the small business 
investment firms were established to provide. I am sure that small business in- 
vestment firms will find many such opportunities to aid the small businessman,” 

E. William Boyer, president of the Minneapolis Area Chamber of Commerce 
said that the project of aiding small merchants up the economic ladder marks 
an upturn in the pontential for business in this area. 


Mr. Sruurs. Our next witness is Mr. Peter F. Bezanson, president 
of the Morris Plan Business Investment Co., of Cedar Rapids, Iowa, 


STATEMENT OF PETER F. BEZANSON, PRESIDENT, THE MORRIS 
PLAN BUSINESS INVESTMENT CO. OF CEDAR RAPIDS, CEDAR 
RAPIDS, IOWA 


Mr. Bezanson. Gentlemen, I present the following statement and 
recommendations to your committee regarding the progress and de- 
velopment of the Morris Plan Business Investment Co., of Cedar 
Rapids, Iowa. 

I want to express our appreciation for assistance rendered by SBA 
officials: Mr. Duncan Read, Deputy Administrator, Investment Divi- 
sion, Washington; and Mr. James N. Kelly, Chief of the Investment 
Division in Chicago. These men have helped and encouraged the 
development of our company and the progress to date. Lack of 
faster progress has been due, primarily, to clarification of so many 
provisions of the act. We feel certain these will be more thoroughly 
understood as time passes. 

The parent company, the Morris Plan Co. of Cedar Rapids, is a 
consumer credit company that has been in existence for over 40 years. 
We have always assisted small business firms by way of direct loans 





Seto PS seo oe ee 


enreso 


ad 
Th 


tic 
the 
$2( 
one 





1's ov 


ows | 


i 


SMALL BUSINESS INVESTMENT ACT—1960 197 


in various forms for short terms. We made original inquiry regarding 
the investment program in the late fall of 1958 before the plans had 
been completed for offer to the proponents. 

Early in 1959, we took the initial steps in developing the program 
and received our license on October 1, 1959. The Investment Division 
is very thorough in their handling of these proposals. Some delay 
was caused by our having to redo portions of the proposal. It would 
seem that many less forceful companies would stop negotiations earlier 
and, thereby, take either an indifferent attitude toward the program in 
general or become quite critical due to these various delays. 

While we were submitting and resubmitting the application over 
a period of 8 or 9 months, we were constantly questioning ourselves 
whether it would not have been just as well for us to form an invest- 
ment company merely by incorporating in the State of Iowa and avoid 
all the delays. We are still not certain but what that direction would 
have prevented a lot of headaches. 

This is particularly true where the Government does not actually 
participate in the loans or take any of the risk when it comes to the 
investments that are made by our board of directors. Certainly, the 
funds available from the Government are helpful in developing our 
business. However, you recognize that these are an obligation on the 
part of our company, with little or no risk to the Government. The 
regulations developed by the act are important in every detail. We 
are just not accustomed to so much regulation in the conduct of our 

rivate enterprise. It would seem that more latitude be extended to a 
Tiiaee after he has accepted the license rather than place more 
regulations on the administration of the act. 

Since obtaining our license, we have approached the development 
of the business in much the same manner as we do with our other 
companies in the consumer credit field. Many requests have been 
received from manufacturers, retailers, and service companies, Firm 
commitments have been made in several instances. 

A brief description of those, either completed or committed, are 
as follows: 

(a) Nursing home: This is a new fireproof 36-bed nursing home 
being constructed with a total investment of $150,000. We will ulti- 
mately have a $20,000 convertible-debenture investment and assist in 
the direct management from the financial standpoint. Building now 
under construction to be completed by April 1. 

Mr. Ansperry. May I interrupt you at that point a moment. What 
would be the term of that debenture ? 

Mr. Brzanson. We have offered 10-year convertible debenture and 
toamortize that at the tenth year. 

Mr. Ansperry. At what rate of interest ? 

Mr. Brezanson. We are going to get a 7-percent return on this. In 
addition to this, we will have a one-third interest in a nursing home. 
The SBA has a committed loan when the building is completed for 
$90,000, so this will be a participation. We are not actually par- 
ticipating with SBA. They approved the loan before we got into 
the picture, but the SBA will have a loan of $90,000; ours will be 
$20,000, and this lady will have about $40,000. So we will have a 
one-third interest in this operation. 
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Mr. Brezanson. Continuing with my statement : 

(6) Manufacturer with 25 employees requires both the debenture 
investment and financial assistance on their board. We will have a 
$15,000 convertible debenture in addition to a $15,000 5-year loan on 
equipment. 

Mr. Ansperry. Are the terms similar on that ? 

Mr. Brezanson. Yes. I will preface all remarks that the maximum 
term in Iowa on corporate interest is 7 percent. So frankly, that is 

robably one of the reasons more investment companies have not been 
ormed in that State. 

I will also say, though, that in addition to the interest factor, we 
do, and I make the statement in here, intend to assist them in a finan- 
cial manner and we will receive some fee for doing so. That is per- 
missible, and there is no established base for that fee, but it will be 
determined upon the amount of time that we have to put into it. 

By the way, on the $15,000 loan on equipment, that will carry a 
higher yield than that. We are permitted to take a discount yield of 
7 percent, which gives us what is equivalent to about a 14-percent 
return on the $15,000 equipment loan. 

The next one is: 

(c) Trailer court: A trailer court with a net worth of approxi- 
mately $125,000 requires our investment of $35,000 in convertible de- 
bentures for approximately one-third interest in the business. This 
company requires the financial assistance on a regular basis from our 
company. Again 7 percent. 

Mr. Stvuurs. “Our company.” Is that the business investment com- 

any ? 
Mr. Bezanson. That is correct. Iam speaking only from the stand- 
point of the business investment company. In this particular case 
we cleared all mortgages and actually there is collateral behind our 
convertible debenture to the extent they owe nothing so far as this 
company is concerned, and they have an appraised net worth of 
$195,000. 

(dq) Farm equipment manufacturer. Due to rapid growth of this 
company, they require not only funds by way of convertible deben- 
tures, but the strong financial assistance and guidance. Ultimately, 
our investment will be approximately $30,000. 

Here is a case where we are finding that actually this whole scheme 
brings out a long-range plan where we are going to have to provide 
a management team along with the dollars that are being extended 
and we are working on that factor at the present time. 

The last one is: 

(e) Real estate development. A development loan in the amount 
of $125,000 backed up by first mortgages totaling $225,000. This will 
be a 10-year monthly amortized loan with our company carrying the 
maximum participation of $60,000 and the balance being offered to 
other small business investment companies on a ee basis, 
and I will say all the balance of $65,000 has been subscribed by other 


small business investment companies on a participation basis. 
Mr. Ansperry. What other small business investment companies! 
Mr. Brzanson. One of those from New York, one from Tulsa, Okla. 
Mr. Srutts. You service the entire 
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Mr. Brezanson. We service the account for which we receive a por- 
tion of the return. Here again is a loan and not a debenture, and as 
a loan, we can take it on a discount basis, which does give us a yield 
of approximately 12 percent. 

We are receiving a great many other requests for funds. These 
applications are screened in advance without spending too much time 
on loans where the risk is great. Keep in mind that every loan is 
made on a very secure basis, since all funds extended are at the risk 
of our investment company with no participation on the part of the 
Government. We are actually holding up on further publicity at the 
moment until we can work out the routine in the handling of future 
requests. We also want to complete the details on those proposals 
now under review with the least amount of delay. 

We are not at this time contemplating a public issue of our own 
securities. We feel that there is at least a 6-month period before 
we will have invested the available $450,000. At that time, we will 
attempt to determine the best approach for the further financing of 
our company. 

We would suggest a number of changes in the present legislation 
that would be helpful in our further growth, and at the same time 
would encourage more groups to organize. These suggestions are as 
follows: 

Eliminate the requirement for the business firm to purchase stock 
in the SBIC, which I believe is already being considered under the 
present act. 

Permit the SBIC to furnish all forms of financial assistance to small 
business firms including participation loans with the SBA. 

Authorize the SBA to loan business investment companies on a 
4-to-1 ratio to their capital base. Such loans should be granted 
on the basis of 100 percent collateral consisting of loans and deben- 
tures held by the SBIC. At present that is a two-thirds program and 
for only one-half of the capital base. 

Develop some form of loss reserve program that would be acceptable 
to the Internal Revenue Service. This could result in a more liberal 
policy of granting loans. 

Mr. Ansperry. Mr. Bezanson, what size reserves do you think are 
appropriate ? 

Mr. Brzanson. Well, I would like to go back to our parent. com- 
pany that does maintain a reserve at this time which is a permissible 
reserve that approximates 12 to 13 percent of the net outstandings, 
and even though our program with the Morris Plan parent company 
is not similar, because our earnings are on a different base since all 
loans are on a discount program, I do feel that a plan that would be 
in approximately the same category would be in order. 

How to arrive at the plan is something I think that has been dis- 
cussed by a number of those before, possibly taking out a percentage 


of earnings each year until it builds up to that amount of net 
outstanding. 


Mr. Ansprrry. 12 to 15 percent? 
Mr. Bezanson. That is right. : 
Mr. Sruurs. Do you feel the small business investment program is 


more risky than consumer, or have you not had adequate experience 
to make a guess? 
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Mr. Bezanson. I would like to say this: that this company is 85 
percent owned by the Morris Plan Co. and 15 percent owned by the 
commercial bank, one of the largest banks in Iowa. When we meet 
and discuss these loans, the bank, of course, has to take and put ona 
different hat each time because they are not accustomed to risk loans 
in any way. 

In our particular instance, we are accustomed to risk loans, but we 
are accustomed to having those paid back over a period of 3 years, so 
we at least feel we have an in-and-out program. 

Here we are going into 5 years or more. It puts a different light 
on it, and the economy can change drastically during that period, but 
I feel there is more risk in this than there is in our parent company, 
We are locking up money a lot longer. 

Mr. Sruurs. You certainly would not feel that it would be equitable 
to have less than 12 or 13 percent ? 

Mr. Bezanson. That is right. I have discussed with some of the 
other firms that have been here and they are talking as high ag 20 
percent or more, which may be reasonable. I do know from our own 
experience of our present company we do not think this is too high, 
and the Internal Revenue veuindle does not either, because we have 
permissible reserves. 

Mr. Ansperry. You have their experience to go by. 

Mr. Bezanson. Hereyoudonot. That is right. 

Then, I also suggest that we consider legislation that would result 
in a participation for pooling of funds against loss. This would be 
similar to FHA Title I insurance, or some such program, if it could 
be instituted. 

In conclusion, I would suggest that authorization be given to SBA 
to allow more latitude in dealing with SBIC’s. We feel that a greater 
degree of flexibility and less regulation would be a stimulant in the 
further progress and development under this act. We would also 
suggest that the SBA be encouraged to provide help and assistance 
to proponents. We believe that such help should be closer assistance 
in developing their proposal and application and continued assistance 
in getting the new firm started after it receives its license. 

Mr. Srutts. Mr. Bezanson, Senator Williams of New Jersey, who 
arrived during the time you were making your presentation, now 
serves as chairman. 

Senator Wixu1aMs (presiding). I do not have any questions but I 
shall have to go back and read your statement. We certainly thank 
you for it. Perhaps these gentlemen have some questions. 

Mr. Bezanson. Thank you. 

Mr. Srvutrs. I have no further questions, Mr. Chairman. 

Mr. Ansperry. How do you feel about being regulated under the 
Investment Company Act of 1940 in the event that 

Mr. Bezanson. Again I go back to my report here; we are not con- 
sidering a public issue at this time, and we are not qualified to make a 
statement in that respect. 

Mr. Ansserry. You recommended a leverage of 4 to 1. Would you 
feel that would develop with the Government considerable risk ? 

Mr. Brzanson. I do not believe so. Because, in the first place, the 
Government has licensed these companies which are private enterprise 
companies. By and large they are people who have been investigated 
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pretty thoroughly and they are pretty capable in the conduct of their 
small business. 

Mr. Ansperry. May I ask what your leverage is in your parent 
company ? 

Mr. Bezanson. We have a 10-to-1 leverage in our parent company. 
The Morris plan companies have that leverage. The finance com- 
panies, on the other hand, have an average of from 2-to-1 to 5-to-1 
ratio. Insurance companies are at this time granting investments to 
finance companies on ratios of approximately 4 to 1. 

Wecannot get this kind of money. I have talked 

Mr. Ansperry. Have you tried ? 

Mr. Brzanson. Yes; and I have talked to several bankers in New 
York. This is too new. We are not in a position yet where we can 
go in and prove anything. But it would seem to me when we do in 
our parent company go out on a public issue or when we get money 
from the public on what we call thrift certificates to give us our lever- 
age, there is no collateral back of this at all. 

That is why when they ask two-thirds collateral here on 50 percent 
of the base of our capital, well, it seems asinine. We are asked to 

ledge collateral that should be left open so we can go out and get 
further bank loans. If we have to lock up on a two-thirds ratio, well, 
the bank is going to look at. us and say, “What is left for us?” We can 
get these open lines of credit, I am sure. I can get an open line of 
eredit of $100,000 from the Merchants National Bank in Cedar Rapids 
and more with no collateral behind it. Then, why do we have to come 
to the Small Business Administration and give them two-thirds 

Mr. Ansperry. In other words, 150 percent of the amount you are 
going to borrow from them, you have to give them 

Mr. Bezanson. That is right. 

Mr. Ansperry. What interest rate are you charging on the loans 
you have made so far ? 

Mr. Bezanson. As I pointed out, they are on a discount. On deben- 
tures, the maximum we can charge under corporate law in Iowa is 7 
percent. 

Mr. Ansperry. I believe you testified it took you 8 or 9 months to 
obtain your license. What caused that rather lengthy delay ? 

Mr. Brzanson. Well, there was—of course, being one of the early 
applicants, I think that the SBA as well as ourselves were going 
through a lot of growing pains with the thing. Halfway through the 
time that we were offering our application and proposal, the SBA 
changed the application, which meant some revision involved. But 
this was again part of the growing pains. I heard some people testify 
yesterday it takes from 45 to 60 days, 75 days, at this time to get from 
the start to the finish in getting their license. That is fine. This was 
all new to all of us, and I do say that Mr. Kelly in Chicago, with the 
SBA, was very helpful. But he was new to the program. Mr. Read 
was new to the program. And I know that when we would submit 
something to Chicago, Kelly would have to go to Washington to find 
out just exactly what we could do or what we could not do. 

Many of these things now have been corrected, I am sure, but there 
were a number of times in the 9 months that we would just as soon 
have thrown in the sponge, and I am afraid an awful lot of applicants 
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have done just that because they just said “Nuts to it; we are 
not going to go through all this regulation.” 

Mr. Ansperry. You testified that you might better have simply in- 
corporated as an Iowa investment corporation. You do not feel, then, 
that the tax advantages and other advantages of this program are 
sufficient / 

Mr. Bezanson. We do not have any yet that are of particular in- 
terest tous. We havea loss advantage which is negative in approach, 
but we feel, and talking to another small business investment company 
that has been considering dissolving their company, in discussing with 
him, he said, “What can we not do in our parent company that we are 
doing here?’ We have few adv antages.” I have heard in the past 
couple of days this testimony and the thinking seems to jell around 
the thought that there are going to be some adv antages taxwise by 
these reserves and probably more latitude on dollars available, and 
possibly some more latitude from conceivably a small business bank 
program sponsored by the Government. Many of these things, I 
think, over the years will come about. So to me the advantages are 
a long-term pull, not short. 

Mr. Ansperry. What do you feel is the minimum economic size so 
that the SBIC can stand on its own feet ? 

Mr. Bezanson. Well, actually we feel that the moment we get our 
full latitude of loaning, which is a 4-to-1 ratio of our $300,000, that 
we should be on a good paying base and can afford top management 
in that division. Until we get to that, we are going to have to subsi- 
dize that by such things as we are charging no rent and no manage- 
ment overhead to the program. 

Mr. Ansperry. That would give you resources of $1.5 million ? 

Mr. Bezanson. That is right. 

Mr. Ansperry. That is all. 

Senator Witi1aMs. Thank you very much, Mr. Bezanson. We ap- 
preciate your testimony. 

(The prepared statement of Mr. Bezanson follows :) 


REpPoRT TO SELECT COMMITTEE ON SMALL BUSINESS OF THE U.S. SENATE BY PETER 
F. BEZANSON, PRESIDENT, THE MORRIS PLAN BUSINESS INVESTMENT CO., OF 
CEDAR Rapips, Iowa 


I present the following statement and recommendations to your committee 
regarding the progress and development of the Morris Plan Business Investment 
Co., of Cedar Rapids, Iowa. I want to express our appreciation for assistance 
rendered by SBA officials, Mr. Duncan Read, Deputy Administrator of the In- 
vestment Division, Washington, and Mr. James N. Kelly, Chief of the Invest- 
ment Division in Chicago. These men have helped and encouraged the develop- 
ment of our company and the progress to date. Lack of faster progress has 
been due, primarily, to clarification of so many provisions of the act. We feel 
certain these will be more thoroughly understood as time passes. 

The parent company, the Morris Plan Co., of Cedar Rapids, is a consumer 
credit company that had been in existence for over 40 years. We have always 
assisted small business firms by way of direct loans in various forms for short 
terms. We made original inquiry regarding the investment program in late 
fall of 1958 before the plans had been completed for offer to the proponents. 
Early in 1959, we took the initial steps in developing the program and received 
our license on October 1, 1959. The Investment Division is very thorough in 
their handling of these proposals. Some delay was caused by our having to 
re-do portions of the proposal. It would seem that many less forceful com- 
panies would stop negotiations earlier and, thereby, take either an indifferent 
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attitude toward the program in general or become quite critical due to these 
various delays. 

While we were submitting and resubmitting the application over a period of 
8 or 9 months, we were constantly questioning ourselves whether it wouldn’t 
have been just as well for us to form an investment company merely by in- 
corporating in the State of Iowa and avoid all the delays. We are still not 
certain but what that direction would have prevented a lot of headaches. This 
is particularly true where the Government does not actually participate in the 
loans or take any of the risk when it comes to the investments that are made by 
our board of directors. Certainly, the funds available from the Government 
are helpful in developing our business. However, you recognize that these are 
an obligation on the part of our company with little or no risk to the Govern- 
ment. The regulations developed by the act are important in every detail. We 
are just not accustomed to so much regulation in the conduct of our private 
enterprise. It would seem that more latitude be extended to a licensee after he 
has accepted the license rather than place more regulations on the administra- 
tion of the act. 

Since obtaining our license, we have approached the development of the busi- 
ness in much the same manner as we do with our other companies in the con- 
sumer credit field. Many requests have been received from manufacturers, re- 
tailers and service companies. Firm commitments have been made in several 
instances. A brief description of those, either completed or committed are as 
follows: 

(a) Nursing home: This is a new fireproof 36-bed nursing home being con- 
structed with a total investment of $150,000. We will ultimately have a $20,000 
convertible debenture investment and assist in the direct management from the 
financial standpoint. Building now under construction to be completed by 
April 1. 

(b) Manufacturer with 25 employees requires both the debenture investment 
and financial assistance on their board. We will have a $15,000 convertible 
debenture in addition to a $15,000 5-year loan on equipment. 

(c) Trailer court: A trailer court with a net worth of approximately $125,000 
requires our investment of $35,000 in convertible debentures for approximately 
one-third interest in the business. This company requires the financial assist- 
ance on a regular basis from our company. 

(d) Farm equipment manufacturer: Due to rapid growth of this company, 
they require not only funds by way of convertible debentures, but the strong 
financial assistance and guidance. Ultimately, our investment will be approxi- 
mately $30,000. 

(e) Real estate development: A development loan in the amount of $125,000 
backed up by first mortgages totaling $225,000. This will be a 10-year monthly 
amortized loan with our company carrying the maximum participation of 
$60,000 and the balance being offered to other small business investment com- 
panies on a participation basis. 

We are receiving a great many other requests for funds. These applications 
are screened in advance without spending too much time on loans where the 
risk is great. Keep in mind that every loan is made on a very secure basis, 
since all funds extended are at the risk of our investment company with no 
participation on the part of the Government. We are actually holding up on 
further publicity at the moment until we can work out the routine in the 
handling of future requests. We also want to complete the details on those 
proposals now under review with the least amount of delay. 

We are not at this time contemplating a public issue of our own securities. 
We feel that there is at least a 6-month period before we will have invested the 
available $450,000. At that time, we will attempt to determine the best approach 
for the further financing of our company. 

We would suggest a number of changes in the present legislation that would 
be helpful in our further growth, and at the same time would encourage more 
groups to organize. These suggestions are as follows: 

Eliminate the requirement for the business firm to purchase stock in the SBIC. 

Permit the SBIC to furnish all forms of financial assistance to small business 
firms including participation loans with the SBA. 

Authorize the SBA to loan business investment companies on a 4 to 1 ratio 
to their capital base. Such loans should be granted on the basis of 100 percent 
collateral consisting of loans and debentures held by the SBIC. 
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Develop some form of loss reserve program that would be acceptable to the 
Internal Revenue Service. This could result in a more liberal policy of granting 
loans. 

Consider legislation that would result in a participation for pooling of funds 
against loss. This would be similar to FHA title I insurance. 

In conclusion, I would suggest that authorization be given to SBA to allow 
more latitude in dealing with SBIC’s. We feel that a greater degree of flexi- 
bility and less regulation would be a stimulant in the further progress and devel- 
opment under this act. We would also suggest that the SBA be encouraged to 
provide help and assistance to proponents. We believe that such help should 
be closer assistance in developing their proposal and application and continued 
assistance in getting the new firm started after it receives its license. 

Mr. Sruurs. I might announce right here that Mr. Laurence A, 
Rust sat in on the first 2 days of hearings and had to return to Bloom- 
ington, IIl., early this morning, so he is not appearing personally. His 
statement, however, is going into the record at this point. 

(The prepared statement submitted by Mr. Rust is as follows. ) 


BLOOMINGTON SMALL BUSINESS INVESTMENT Co., 
Bloomington, Ill., February 15, 1960. 
Hon. JoHN SPARKMAN, 
Chairman, Senate Select Committee on Small Business, 
Washington, D.C. 

Dear Sir: Replying to your inquiry we are pleased to tell you of our experience 
in the operation of a small business investment company. 

(1) We filed our proposal about January 1 and received our license about 4 
months later. We did not feel too much time elapsed considering the informa- 
tion, etc., required by all parties. 

(2) As I have been away from the office recently I can only give approximate 
details on our outstanding loans and applications. We have received 300 to 400 
applications and informal inquiries, and they have resulted in 8 loans, 2 of 
which involved our purchase of debentures. 

Briefly our loans are as follows: $55,000 to a department store for expansion 
to be repaid over 10 years; $60,000 to a country grain elevator operator to ex- 
pand his operation and build additional capacity ; several loans of about $10,000 
each to a garage and gas station operator, a dairy product distributor, and a 
laundry, in each case for the purchase of needed equipment; $20,000 to a seed 
corn producer to expand the business ; $60,000 to purchase the debentures of an 
orange juice processor and distributor for expansion; and we purchased $45,000 
of debentures in participation with another small business investment company 
in a real estate project for the construction of homes for Negroes under the 
urban renewal development program of the National Housing Act. 

We are at present negotiating with a small form equipment manufacturer, 
a fertilizer and farm products distributor, a small grocery chain operator, a farm 
implement dealer, several real estate development projects, a contractor, an oil 
producer, a farm building fabricator, a dairy and several others. 

(3) Due to the high cost of a public issue of our own securities we do not 
contemplate offering them until our business expands. We plan to in the future. 

(4) (a) Concerning suggested changes in the law we very definitely feel that 
we should have a statutory tax-deductible loss reserve, similar to that now 
granting savings and loan associations. 

This is very important for the future success of the small business investment 
companies. 

I regretfully must report that our experience talking to several hundred pros- 
pective customers indicates that our field of activity covers the borderline bor- 
rowers, those who cannot obtain funds from banks, SBA or others. We grant 
we do not have to finance them, and many will not qualify, but many can be 
successful with the aid of our financing. We desire and will be able to provide 
this venture financing only if we are allowed to set up adequate reserves for the 
inevitable losses. 

(b) We think small business investment companies should be eligible to par- 
ticipate in regular SBA loans. 

(c) We feel small business investment companies should have permission to 
make any form of equity investment in small business, removing the statutory 
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limit to convertible debentures. Many small businessmen do not understand 
or want the convertible debentures. The convertible debenture of a large suc- 
cessful listed company is fine, but for a small unknown company that has no 
market for its stock, the debenture is naturally not very marketable. Further- 
more, if conversion is forced by the borrower the amount loaned by the small 
business investment company through the debenture cannot be recaptured for 
relending which has the effect of putting us out of business once we have made 
loans up to the amount of our capitalization. 

Considering that each venture must be tailored for the business involved and 
that as great flexibility as possible is needed to achieve the desired results for 
both parties, it would seem that all the methods of investment finance should 
be available to the small business investment company. Preferred stocks, 
debentures with detachable warrants, common stocks, options to acquire stock 
and other types of securities should be allowed. We thnik it is very important 
that all practical financing possibilities be offered to make the financing possible 
and to assist the small business investment company in having something they 
can market so that they can reinvest in another venture and thus further the 
purposes of the act. 

(d@) We feel that where possible and if the protection is needed we should 
have permission to collateralize convertible debentures. 

(e) We hope the statutory ratio of loans under section 303 will be increased 
from 50 percent to 100 or 200 percent. It is desirable that we have a readily 
available and adequate source of funds to make the small business investment 
company serve its purpose. 

(f) Considering the strict supervision and auditing that the small business 
investment company will have and to facilitate outside borrowing, it would not 
seem necessary to collateralize section 308 loans. 

(g) Permission to grant restricted stock options to key personnel should be 
allowed. 

(h) We find small business considers the requirement that they purchase 
stock in the small business investment company in order to secure financing as 
a form of loading charge and is of debatable value as a fundraising device for 
the small business investment company. 

In order for us to have a continuing source of capital it will be necessary to 
sell the stocks we acquire from small business. If we do not sell we become an 
investment trust with a static portfolio. We sincerely hope that the regulations 
will allow us to sell the stocks we may acquire without the requirement of regis- 
tration with its formality, delay, uncertainty, and expense to our client and to us. 

SBIC’s should be permitted to declare capital gain dividends like those now 
declared by mutual funds. 

We grant that present income tax regulations give some relief to an investor 
who loses money on the sale of his SBIC stock, but he has to sell out and suffer 
a loss to get relief, and that is not pleasant to anticipate. Also, this should be 
a long-term investment and it would seem fair to the investor to take credit for 
his share of losses as they occur. 

Original investors should be permitted to deduct from their current income a 
certain percent of their investment as a tax-free loss reserve. 

Further, it would be desirable to permit investors in the SBIC to count pay- 
ments they receive as a return of principal and thus reduce the investment, 
rather than treat such payments as dividends subject to ordinary tax. 

Naturally, it is very difficult to solve all the problems in advance in a pro- 
gram as new, and we feel important, as the Small Business Investment Act. 
However, the above mentioned are subjects that concern our customers, in- 
vestors, and ourselves as operators. 

We are firmly convinced that the SBIC’s do have a very definite place in the 
financial structure of our country. Anything that can be legislated along the 
above lines we feel would be most helpful to small businesses in that it would 
permit more flexibility in granting the loans and it would attract more investors 
to the SBIC. 

Sincerely yours, 
LAURENCE A. Rust, President. 


Senator Witu1ams. Mr. Lee Davis, president of Tennessee In- 
vestors, Inc., Nashville, Tenn. 
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STATEMENT OF LEE DAVIS, PRESIDENT, TENNESSEE INVESTORS, 
INC., NASHVILLE, TENN. 


Senator Wituiams. Mr. Davis. 

Mr. Davis. Mr. Chairman, it is a pleasure for me to be here and 
make some comments on this subject. I will not stick to this report 
which I have made but will comment on some of the major points as 
T see them. 

I would like to state at the outset that so far as the delay and the 
time-consuming redtape that we.all talk about, I would like to say it 
is bygones and ‘Jet it be bygones. I think, as Mr. Bezanson just stated, 
it was due mostly to lack of experience, and misunderstanding, and 
lack of imagination. I believe it is something where we have made 
some progress on that point. 

May I say also that I probably have the unique position of being 
one of a very small group of ex-little bureaucrats, ex-Government 
agencies, one that was closed. I was with the RFC for 21 years in 
Tennessee from 1932 to 1953, and I was educated to the need of the 
small businessman, and I did not need to read the hearings to find 
out what the need was; I did not need to read the Federal Reserve 
survey to find it out. When I saw what was going on, I read with a 
great deal of interest what the Congress was trying to do, and in my 
humble opinion, the act as it was or iginally passed, - with bugs and all, 
is the most constructive legislation for small business that it has been 
my experience to know ¢ anything : about. 

If we can therefore sort of forget the labor pains of what we have 
been through and enjoy this child and help him to grow up, I think 
we can look to the future of a happier small business economy which, 
after all, represents about 90 percent of all the businesses in the coun- 
try. 

I have read these hearings, I have talked with a number of the 
members of the various committees, and I have been intensely inter- 
ested. 

I think that probably the thing we have failed to do or have not 
done well enough—I say “we” >and I suppose that falls on the SBA— 
there has not been enough good public relations and education so far 
as the public is concer ned. 

Now, I attended some of the hearings earlier that they had in 
the meetings over the Nation. They were good. But following on 
the heels of the favorable publicity, a lot of people went to listen and 
went away and said, “Well, we will wait and see.” And at that time, 
we should have, I think, gone ahead with a continual educational pro- 
gram. 

I know, in Nashville, Vanderbilt University Law School put on 
an institute, and invited representatives of the SBA to come down 
and to talk about this legislation, and that was very helpful in our 
area. 

When the act was first passed, we went to the Governor of Tennessee 
and to the State legislature and suggested that since this was, in our 
opinon, mighty good legislation, that Tennessee ought to prepare 
some enabling legislation to permit State banks to participate to the 
same extent that national banks did. The Governor saw the advan- 
tages, the legislature did, and they passed a bill immediately after the 
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pill was passed in August 1958. The 1959 legislature, in February, 
assed a law permitting these types of organizations or permitting 
nks to participate, and also set up the supervision of the organiza- 
tion, said that in the State there should be no supervision of these 
organizations so long as it was under the Federal supervision of SBA 
other than the blue-sky requirements to offer stock. 

We were one of the guinea pigs in our application or proposal. 
We immediately went to SEC for a public offering. The — 
offering has been on a “best efforts” basis. As stated in my letter, 
we visualized this organization or this type of organization and 
thought we understood the purpose of Congress in saying that these 
should be on a broad base to serve the general economy. 

So we did not ask one bank or one group. We went to the Ten- 
nessee Bankers Association and asked them to take a look at this 
thing and see if they did not want to be the sponsors of such an or- 
ganization to be on a statewide basis, so that we had some support 
there, and in our initial capital of $333,000, we included 42 banks. 
We have since taken in some others, so we have about 50 now. We 
will have others, because as the banks are learning about this pro- 
gram, and finding customers that are being served by this program, 
they are more interested in taking some stock. 

But in this initial capital, no bank had as much as 10 percent of 
the initial stock. The banks liked it better that way. They wanted 
it independent. They did not want to turn down a customer in their 
commercial department and then send them to the long-term de- 
partment and get turned down again. So they wanted it independent. 

The several points in amendments that I think will improve—and 
I would not belabor these, it has been commented on before. One 
of the things that will make it more flexible is certainly to use any 
type of security, and leave it clearly open to negotiation with each 
individual small business applicant. 

The question of debentures is confusing. Some people do not 
know what a debenture is. They have heard of a esa but they 
think of that in terms of big money. If you said, “Now we have an 
option for a certain amount of your stock or we have some warrants 
that will entitle us to buy a certain amount of your stock,” they know 
exactly what that is going to be, and they are not afraid of it if you 
can talk in terms that they understand. 

So I say again, there is a great deal of educational work to go on 
here among the bankers, among the security dealers. We had 35 
security dealers sign up to sell this stock. It is still on the market, 
on the best efforts, still being sold. 

Since then we have qualified as a dealer-broker ourselves and we 
have employed our own salesmen, and they are operating all over 
the State, and in the adjoining States. We have qualified the stock 
in 15 States in the Southeast. Our ultimate goal on the thing is to 
have $10 million of capital. We offered to qualify it and are offer- 
ing half of that amount, 500,000 shares of $10 stock at $12.50, which 
will give us $6,250,000 plus the initial capital of $333,000. 

Mr. Ansperry. How much of the stock has now been sold ? 

Mr. Davis. We have only sold about $400,000 worth, so far. But 
it has only been in just the past couple of weeks that we have begun 
to get salesmen on for our own sales. 
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I might add, there, for the benefit of anybody else who might be 
going this route, if you are going on a “best efforts” basis, which I 
think is just as good as any, because it does not cost so much, it takes 
longer but you can invest the money while it is coming in, but have a 
managing underwriter, whether it is your own company or some other 
company, have a managing underwriter to ride herd on the salesmen 
and see they do the job. We depended on the 35 enthusiastic security 
dealers to do the job, and they waited for the phone to ring. The 
offerings were not made. Now they are being made, so the stock 
sales are going ahead, and we have more applications right now than 
we can say grace over from the standpoint of money. 

We are, however, using bank participation in, well, I have got a list 
here of six out of eight, and in one case in which we have already com- 
mitted an application for $175,000, we had two banks to take $100,000 
on a first mortgage loan and we took a debenture issue for $75,000 
junior to theirs, which worked the deal out. 

In addition to that, as a matter of working with the banks, neither 
of the banks would undertake the loan until we had set up a plan. So 
when the applicant came to us, we said, “We will have to have an ap- 
plication fee to do this work for you because you have got a job to 
organize and develop a whole program.” 

He had to organize a corporation, transfer assets; so we charged 
him $1,000 application Pray working up a plan for $175,000, in 
which we took only $75,000 investment. But the applicant was de- 
lighted to have somebody to carry the ball for him and find somebody 
to do a job that he had not been able to get any assistance on. 

Another item, getting back to the amendments, I think certainly the 
SBA should lend to these corporations 100 percent of our capital and 
surplus, rather than 50 percent. It has already been said, but they are 
authorized to meet the loan—equal amounts into the development 
corporations. The development corporations cannot even be compared 
to the quality of financial knowledge in those companies as they 
will be in the SBIC. So the risk certainly is greater in the develop- 
ment corporations in putting in the same amount of money, and cer- 
tainly since we are under the supervision of the SBA, that would be 
certainly a limited risk. 

In addition, I think the SBA, in order to encourage—and I would 
like to emphasize, it is in the bill, and it has been repeated—that the 
SBA shall encourage the organization and the promotion, and I think 
the encouragement ought to be in the form of using some of this 
money appropriated by Congress, the $250 million, to at least be real 
encouraging. I think it has been discouraging in too many efforts, 
in too many ways, by putting restrictions and saying they cannot 
do this, and, as was mentioned just a moment ago, the fact that we put 
up our collateral on the present basis if we want to get some addi- 
tional money, and it is all locked up with SBA and you cannot get any 
help anywhere else, if we are going to be encouraged, then they ought 
to take the junior position and when we get on the road, then we would 
want to pay that off and depend entirely on private capital. 

But, certainly, the question of secondary market and availability 
of funds has got to be provided by the Government in the beginning. 
After the thing goes, and after people understand it and after bankers 
and insurance companies and others will lend money on our collateral, 
then we will get out of the Government. 
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I have been in the Government, as I said, 21 years, and I was lend- 
ing Government money. I was against the Government in business, 
Iam still against it, but this is the best way for it to get out is to prime 
the pump, and I do not think it has been primed. I think it is still 
pretty dry so far as helping these companies moneywise. 

I will say this: I have not made any application yet for a loan so 
I would not be critical about the attitude on that, but I understand 
that their policy is to lend two-thirds on collateral notes. 

I mentioned the secondary market. I think that somewhere along 
the line I would like to see that this committee would work some plan 
for a secondary market, too, for a period of time. I am thinking in 
terms of getting the thing, getting the show on the road and provide: the 
money to let us do a job. “The flexibility and the changes in the law 
that would let us make the loans will help, but if we get Joaned up and 
we have to stop, then it is bogged down again. 

I think that the comment in the SBA regulations will not participate 
with this type organization, SBIC’s. ‘They are authorized to par- 
ticipate with financial institutions. If this is not a financial institu- 
tion, I do not know what Congress intended. And I think when I say 
they ought to participate, as they do with other financial institutions, 
they look at every loan individually. I am not asking for a blanket 
participation. I am asking that they look at a loan, and we have one, 
and partcipate in any way possible to help us put the deal over. 

The question of tax deductible loss reserve, I think, is very necessary 
to give some positive encouragement. The other tax benefits are nege 
tive. This gives a positive e approach to the companies, to the stock- 
holders and the people who are w illing: to put the money in here, that 
they are going to have a chance to save a little on taxes and set up a 
reserve to take care of these losses that we are taking risks on. 

Mr. Ansperry. Would you also be in favor of the capital gains pass- 
through such as enjoy ed by the regulated investment companies? 

Mr. Davis. Yes, sir. I do not know whether we would want to take 
it, but a time may come where that might be the thing we ought to have. 
Anything that makes a stockholder feel like he is going to have a rea- 
sonable i income and not have to wait too long for these c: apital gains and 
this appreciation. 

The 1940 act of the SEC, I am definitely and positively against them 
having anything to do w ith us under the regulatory act of 1940 so long 
as SEC is the superivsor of us and holds a license so long: 

Mr. Ansperry. You mean SBA ? 

Mr. Davis. SBA. I do not want any duplication of reports, I do 
not want any tain of service, and it is my understanding of 
the 1940 act, it was created for another purpose entirely. We do not 
handle marketable securities like the mutual funds do, They are— 
it is an entirely different setup. We are taking a risk that the other 
fellows are not even considering for the benefit of small business. 
The investment companies are helping people invest money to make 
money, but they are not helping industry unless the industry happens 
to be putting out some securities that are big enough to be listed on 
some exchange. So that does not help small business. ‘That helps 
the small investor. 

But we are helping small business, and it is not in the category of 
the 1940 act, and I think the SEC ought to be eliminated from that 
entirely. You notice I am very positive in that opinion. 
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On the other hand, the 1933 act, which is a full disclosure act, is 
proper and we should come under that. We were No. 2 in the Nation 
to get through that hurdle. It was not entirely easy but we did. The 
stock options, of course, SBA has recommended—-I understand SEC 
says the 1940 act would not permit it, but I am in favor, and I am 
one of the fellows who had their heart cut out of this thing when we 
started because I have been working on this for more than 2 years 
and I am getting mighty little out of it now and I have got a long 
wait. but I am a crusader and I know this thing is going to work. I 
am satisfied Congress intends for it to work and I think a group of 
people with imagination and understanding of the possibility of 
this thing will make it work. 

In my opinion, it is another system of capital banks and it ought 
to be designated that way. I think it isa misnomer in the first place 
to call it a small business investment company. If we called it an 
investment company and SEC grabbed on the 1940 act and said, 
“We have got to supervise it,” it is not an investment company in 
contrast to the mutual funds. 

Mr. Stutts. I am afraid, if I might interject, even if we change the 
name, SEC, from Mr. Gadsby’s testimony, would be looking over your 
shoulder no matter what you called yourself. 

Mr. Davis. Well, I am thinking about changing the name from 
the standpoint of the public understanding. We are confused. The 
public thinks we are another Government agency. I have to answer 
that question more often than ever and m: Lybe that is because I was 
with the Government so long, they think I am still there. I have 
been in private business since 1953. 

Let me say the last thing on my notes here is I think the emphasis, 
and I will restate this, the emphasis ought to be, and I urge and call 
on SBA to take a more active and aggressive part in the educational 
program. 

We are putting out literature and we are doing, all of us in these 
companies that have been licensed are doing the best they can to 
educate the public. But the public, the bankers, do not understand, 
they do not have the conception of what this thing can do. They are 
afraid it is a competition. When they find out that it supplements 
them and does not compete with them, we are increasing their de- 
posits, we are not taking their deposits away, then they begin to see 
the light. 

The insurance companies do not understand it. Of course, they 
have been making loans and taking the blue chips. They are not 
interested in this sort of thing. Very few insurance companies will 
make industrial loans and very few, and a still fewer group will make 
small, industrial loans. 

So, if the educational program can be expedited and accelerated, I 
think this whole program, with these amendments, will get the show 
on the road pretty promptly. 

I thank you, gentlemen. 

Senator WitiiaMs. I just want to clarify one thing, Mr. Davis. 

Mr. Davis. Thank you. 

Senator Wiis. I certainly appreciate your testimony. You 
strongly feel that you do not fit the jurisdiction of the SEC with 
respect to the 1940 act; is that right ? 

Mr. Davis. Yes, very strongly. ; 
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Senator Witi1AMs. Just what is the SEC's jurisdiction with respect 
to your company! It only comes in, I would judge, when you do 
want to register an issue; is that right / 

Mr. Davis. That is right. And we are registered. We were the 
second in the Nation to register and, of course, under the 1933 act we 
will have to continue to report to them. 

Senator WiiiiAMs. I see. And that, you feel, is sufficient ? 

Mr. Davis. That isenough. If SBA is going to regulate us, we do 
not want but one regulator, one supervisor. The Comptroller of the 
Currency does not ask the SEC if a national bank can sell stock. The 
Federal Savings and Loan Board does not ask the SEC if we can issue 
a license to set up a savings and loan association. Why should we, as 
another sponsored agency, supervised Federal agency, get under two 
agencies. 

Senator Witiiams. I see. We have seen difficulties of double juris- 
diction. We know the ICC and SEC have shared certain jurisdiction 
and it has caused nothing but confusion. I would think that your 
observations have considerable merit. 

Mr. Davis. Senator, if I may say, I have no ax to grind so far as any 
person or any agency is conc erned. As I say, I have been a public 
servant for 21 years, and when they investigated the RFC, they did 
not. come to Tennessee. But during all that ‘time, I realize we are all 
human beings, we all have a job and self-preservation is the first law 
of life, and I had 20 years, 21 years, of service, and I have civil service 
status from the standpoint of retirement. 

Every fellow, every department, and every bureau, wants his bureau 
to be the biggest and the best because it makes his job the biggest and 
best, and I had to fight that. I was a fieldman. I do not have any 
sympathy for the bureau that wants to build up its department and 
claim an additional business if somebody else can do the job better. 
And I think the SBA is the agency that can do this job. Congress 
has recognized it, has given them the job to do, and I think we ought 
to hold up their hand and say, “You are the boss, so let us get going.” 

Senator Wix1aMs. I only have one further question and [ think 
maybe our gentlemen on either side of me do. What is your total 
capital at this point 

Mr. Davis. It isa little less than sg 000 actually sold, but as I say, 
we have just started salesmen, so we are going ahead. W e an to 
sell the balance of this $6 million ielens the end of the ye 

Senator WitiiaMs. Well, you have already debated: 

Mr. Davis. We are making loans; yes, sir. 

Senator WitiiaMs. On loans. 

Mr. Davis. Yes, sir. We are making loans. We had our board 
meeting the day before yesterday, before I came up here, and I had 
10 loans that Iwas ready to make but I told my board, I said, “I am 
not going to ask you to make a firm commitment because I have not 
written a report and I do not believe we ought to do anything under- 
cover. 

But I gave them a list of the loans and the type of loans and eight 
of the loans, they said, “Yes, we can see from what you say here, they 
ought to be all right. We will give you a tentative commitment. We 
will act subject to your getting full information and writing the re- 


ports.” 
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Out of those eight loans, on six of them we had bank participation. 
Now, the banks liked our participation because the banks do not like 
long participations. That is one of the big troubles SBA has in their 
direct-loan situation. They want a bank to stay in for 10 years or the 
whole life of the loan. We tell the bank, “You can have the first 3 
years or first 5 years, get your money out, and we will get the long 
part.” They like it. It supplements the commercial banks. 

That is the reason I say it is a capital banking system. From the 
standpoint of the public when you say “bank,” the public thinks of 
commercial banks, because that is where their money is, that is where 
their checking account is, and that is where he goes to make his short 
loan. The mortgage-loan bankers, that everybody understands be- 
cause they deal in home loans. 

The investment bankers of America, or the security dealers, that is 
another group of bankers, the institutional bankers, as I call them, or 
the insurance companies and all the other funds, the foundations, the 
trust funds and everything, the institutions, universities, that is an- 
other group of bankers. But not one of them is doing the job in the 
field that this company, this type of company is supposed to do, and 
that is the reason Congress said we need to fill the gap. In my think- 
ing, that is all capital loans and that is what bankers and institutions 
callthem. These are capital loans because it goes into assets, capital, 
machinery, and so on. If we get the word “capital” into this thing 
and making a banking system and let the people understand this is 
something new in the economy, I call it the fifth banking system. I 
think we will have an easier time getting the people to understand the 
whole purpose and intent of this thing. 

People are not going to sit down and read all these hearings and 
read a lot of stuff unless they really need some money bad and want 
to find out where they can get it. But we need to doa selling job and 
Iam calling on SBA to help us. 

Senator Winiams. Very good. Mr. Stults? 

Mr. Struts. No questions. 

Mr. Ansperry. No questions. 

Mr. Davis. Thank you very much, gentlemen. 

Senator Witi1ams. Thank you. 

(The prepared statement submitted by Mr. Davis is as follows:) 


TENNESSEE INVESTORS, INC., 
Nashville, Tenn., February 15, 1960. 
Re amendments to the Small Business Investment Act of 1958. 
Hon. JOHN SPARKMAN, 
Chairman, Select Committee on Small Business, 
U.S. Senate, Washington, D.C. 

DEAR SENATOR SPARKMAN: In response to your invitation by letter of January 
28, 1960, to prepare a statement and participate in the hearings of your com- 
mittee scheduled for February 23, 24, and 25, 1960, we are pleased to make the 
following statements, particularly on the points mentioned in your letter. 

Part I of this statement is in response to your inquiries with regard to 
problems of becoming a licensee, and part II gives our comments and suggestions 
as to amendments to the SBIC Act. 


PART I 


(1) Lee Davis & Associates, Inc., of which I am president, had followed the 
several bills in the Congress and had read the hearings for the past several years 
which led to the passage of the SBI Act of 1958, and with a group of associates, 
had planned to organize a company as soon as the law was passed, so we 
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received a Tennessee charter for Tennessee Investors, Inc., on August 29, 1958, 
just 8 days after the President signed the bill. 

We had contacted officials of the SBA and wrote Mr. Wendell Barnes on 
July 23 of our intention to do so, asking that we be granted one of the first 
licenses for this purpose. We were granted a conference with officials of the 
SBA in Washington on September 23, 1958, at which time we discussed our plans 
and specifically discussed the proposed regulations and made a number of recom- 
mendations regarding the regulations in our letter to the SBA dated November 

1958. 

s Our proposal was dated December 20, 1958, and sent to the regional office of 
the SBA in Atlanta on December 30. After several conversations with that 
office an application was forwarded to Washington on January 2, 1959. We 
contacted the Washington office a number of times by telephone and correspond- 
ence as to the progress on our proposal and our Washington attorneys, Gun- 
derson & Fuller, were in touch, offering their services and additional information. 
We were always received with courtesy but it seemed we were unable to learn 
what caused the long delay in the consideration of the proposal. While the 
proposal was pending, the Tennessee Legislature passed a bill which the Gov- 
ernor signed on February 19, 1959, authorizing State banks to participate in 
purchasing stock to the same extent that national banks were permitted under 
ct. 

Wareoks passed and we were unable to get any response to the progress on the 
proposal and no written or verbal request for additional information until 
March 13, 1959 when our general counsel, Harry Phillips, through the assistance 
of Senator Gore’s office, was able to have a conference with officials to ask what 
might be done to expedite the pending proposal. For the first time, Mr. Phillips 
was advised orally that certain changes were suggested by various members 
of the staff so that we immediately amended the proposal which was dated 
March 20, 1959. 

(2) We subsequently received the “Notice to proceed” dated April 21, 1959. 
Our original proposal had been given No. 05—0003 which indicated our proposal 
was the third one filed in the region. The license was ultimately issued on 
July 20, 1959. One of the delaying factors in this 3-month period was the 
requirement on the part of the SBA that we have evidence from the SHC that 
we were exempt and since we had indicated to the SEC that we proposed to 
proceed with the public offering after the initial capital was raised, this involved 
all the SEC new and old regulations. In addition, SEC advised that our request 
to include 42 banks and 20 individuals as initial stockholders was contrary to 
their general definition of a private offering. They finally permitted us to 
proceed on this basis. 

We organized a selling group of 35 security dealers to offer the stock on a 
“best efforts” basis and did not begin operations of the company as to making 
loans until January 1960. We will supplement this statement with information 
regarding our first applicants and borrowers as soon as possible. 

(3) We did contemplate and have made a public offering of 500,000 shares of 
eur $10 par common stock at $12.50 and the announcement received national 
publicity since ours was the second company which had been able to clear all the 
SEC hurdles. Actually our notification to register to the SEC was the first in 
the United States but because of the discussions with the SEC regarding the 
large number of banks participating as charter stockholders, we were con- 
siderably delayed. Our initial capital subscribed by 20 individuals and 42 banks 
throughout Tennessee was subscribed at $11.50 a share for $333,500, therefore, 
we did not request any SBA debentures. No bank in the group owned as much 
as 10 percent of the initial capital stock. 

All of the officials and representatives of the SBA and the SEC were very 
courteous but the new law and the new regulations of both agencies, in my 
opinion, were not fully understood by them. My principal complaint was that 
their thinking was mostly negative rather than positive and unless the act or 
regulations were directive they took the position that nothing could be done 
that was not spelled out in the law. 


PART II 


It is our view that the SBI Act of 1958 must be amended to permit the new 
system of capital banks to operate as Congress intended. 

(a) A statutory tax-deductible loss reserve similar to that now granted sav- 
ings and loan associations should certainly be provided. If the savings and 
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loan associations have a loss reserve of 12 percent and their savings are insured, 
the SBI companies should certainly have a lrager reserve in view of the much 
greater risk involved. . I would urge a 25 or 30 percent loss reserve. 

(b) The SBA, by all means, should be required to participate with SBIC’s in 
the regular SBA loans under section 7 of that act. This is certainly one way 
in which SBA could encourage the program and enable the capital of the SBIC’s 
to aid more businesses. 

(c) One of the most effective amendments to encourage the program and 
investors of private capital would be to permit SBI companies to make any form 
of equity investments in small businesses, removing the limitation to convertible 
debentures. Furthermore, I strongly insist the act itself go further than the 
Proxmire bill did in spelling out specifically various types of securities rather 
than leaving it to the negative thinking of administrative regulations. 

(d) Permission to collateralize convertible debentures or any other type of 
obligation of a small business should be granted. Many applicants for loans 
would be declined under the administrative prohibition of collateral which 
might be approved if collateral were permitted. 

(e) Section 303 should certainly be altered to permit SBIC’s to obtain Goy- 
ernment loans up to 100 percent of their net worth on debentures and should 
also be permitted to borrow additional amounts against portfolio assets on a 
basis of 80 percent of the face value of the collateral notes in the portfolio of 
the SBIC. 

In addition, the present regulation limiting SBIC borrowing from any source 
to 4 to 1 is unrealistic and should be eliminated to permit companies to borrow 
the maximum amount possible from other sources on its own portfolio col- 
lateral. Congress authorized $250 million for the SBA to encourage and assist 
SBIC’s and it is contrary to congressional policy, in my opinion, for SBA to 
take the negative approach regarding loans to SBIC’s. 

(f) Section 303 loans should not be secured by specific collateral other than 
the subordinated debentures of the SBIC. 

(g) Stock options to key personnel and organizers are general practice in 
all newly established businesses as well as large corporations seeking the servy- 
ices of qualified people. I stated to the SBA when I was advised that their 
rules would not permit options that they, by that action, cut the heart out of the 
inducement to carry out this program. Any option which may be granted should 
always be disclosed in any offering as is now required. 

(h) Additional suggestions for changes which I believe would encourage the 
program are as follows: 

(1) The interest rate charged on debentures or loans by SBA to SBIC’s 
should be fixed by law at a fraction of a percentage above the cost of the funds 
to the SBA. This would establish wholesale rate for the money rather than 
retail as it was established in SBA regulations, Congressman Joe Evins’ H.R. 
8096 covers this item. 

(2) SEC regulation that investment companies be registered under the In- 
vestment Company Act of 1940 should be eliminated entirely. There is little 
comparison between the SBIC’s and the mutual funds intended to be regulated 
under the 1940 act. 

(3) The exemptions under the SEC 1983 act should be increased substantially 
from the present $300,000. It seems to me that if the SBA Investment Division 
issues a license and supervises the SBIC’s that the exemption should be raised 
to nearer $1 million. 

(4) The restriction to temporary investment of SBI funds in U.S. Govern- 
ment obligations only should be expanded to permit the companies to purchase 
other marketable securities in limited amounts for a limited period of time 
in order to obtain the best possible return with any idle funds. This, of course. 
oe problem at this time but in the future, it could protect the income of 
SBIC’s. 

(5) Besure that a small business corporation in which an SBIC acquires stock 
upon converting debentures is not denied the benefit of paying Federal income 
taxes on a partnership basis. 

(6) One of the most confusing problems in this entire new capital banking 
system isits name. The public, including applicants and investors, are confused 
or have no conception of the difference between SBA financial assistance program 
and SBIC’s. The words “small business” are, therefore, entirely misleading. 
I would strongly urge that the names of the companies be changed to Capital 
Banking System which, in my opinion, would properly classify it as the fifth 
banking system of the Nation. 
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The first four in my thinking are— 

(a)- The. commercial banking system ; 
(b) The investment banking system ; 
(c) The mortgage banking system: 

(d) The institutional banking system. 

Some of these, of course, overlap but the biggest area which constitutes 
“no man’s land” so far as small and medium businesses are concerned is the 
area which this capital bank system may serve with risk capital if these 
amendments are effective and a further educational program is conducted for 
the general public. 

(7) In our opinion the thing that is most needed in order to immediately 
make the act best serve the needs of small business is for Congress to provide 
some form of secondary market for the portfolio securities of the SBI companies. 

Iam a member of the board of governors of the National Association of Small 
Business Investment Companies and this association is, in my opinion, doing an 
excellent job, not only to assist the licensees but to promote public education 
on this subject. The SBA Investment Division certainly should put on a “push” 
to see that the general public understands the purpose and function of these 
companies as intended by Congress. 

Sincerely yours, 
LEE Davis, President. 

Senator Witiiams. Mr. Harvey J. Sarles is our next witness. He 
is the president of the Business Development Co. of Rhode Island, 
Providence. 

Mr. Sarues. Mr. Royal Little of our board and member of the 
executive committee is testifying. 

Senator Witxt1ams. We have Mr. Sarles listed but we will hear Mr. 
Little. We are glad to have you here. 


STATEMENT OF ROYAL LITTLE, BOARD MEMBER, BUSINESS 
DEVELOPMENT CO. OF RHODE ISLAND, PROVIDENCE, R.I.; AC- 
COMPANIED BY HARVEY J. SARLES, PRESIDENT 


Mr. Lirrie. To begin with, I would like to answer a question which 
probably occurs to you: Why should the head of a large business cor- 
oration be down here testifying before this committee. You must 
a in mind that every large corporation in the country started off 
asa small business. That was true in the case of Textron. I started 
the business in 1923 with no equity capital and a $10,000 loan guar- 
anteed by a personal friend from the First National Bank in Boston. 

Many of our other large corporations—— 

Senator Wiii1ams. What year was that, Mr. Little? 

Mr. Lirrie. 1923, and many of our other large corporations were 
started with a minimum of equity many years ago, and are now very 
large in sales and in equity. 

For 21 years in our company we were unable to obtain public 
financing through the sale of securities to the general public. It was 
not until 1944. So all through that period we were a small business, 
and had all of the problems that small businessmen have today. 

During that period I decided that I would aid other people operating 
small businesses whenever possible in the future if it were ever possible 
for me to do so. 

Some years ago, in Rhode Island, we set up the Rhode Island 
Development Co. to assist small businesses, and to try to increase 
employment through the financing of plants. I took an active interest 
in that and have been interested in raising capital for that company. 
We now have a successful record of operation in our State develop- 
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ment company. When in 1958 section 501 was made law, we were par- 
ticularly thrilled in Rhode Island because we saw through this section 
the possibility of increasing the funds available to us to relend to 
small businesses in the State. 

Bear in mind that our development company must not only take 
care of small businesses in the State, but must provide funds for the 
building of factory buildings in some cases for large corporations, 
So that we have other uses for our overall funds than just the small 
business loans. 

Therefore, when we read this act, and it said that the total amount 
of obligations purchased and outstanding at any one time by the 
administration under this section from one State development com- 
pany shall not exceed the total borrowed by it from all other sources, 
we felt that that meant that Congress would like to make available to 
us through the SBA an amount of money provided it went to small 
business concerns which would have qualified directly equal to the 
amount we were borrowing from local sources. 

Now, under our law in the State of Rhode Island, we have a call on 
5 percent of the total capital and surplus of all of the banks and insur- 
ance companies of the State. That means that at the present time we 
can call on up to $4 million of funds from within the State. At the 
coe time we are borrowing approximately $1.5 million from them. 

e assumed that under this language that we would be permitted to 
go to SBA and borrow for small business loan requirements in the 
State an amount equal to what we were currently borrowing from 
our local sources because of this language. 

Section A of 501 says that funds may be so advanced without regard 
to the use and investment by the development company of funds 
secured by it from other sources. By coupling those two provisions in 
the law together, our position has been that we should be able to 
borrow from SBA these funds equal to our current borrowings upon 
presentation of evidence that the borrowings from SBA would be 
made to bona fide small businesses. 

When I first came down here I thought I had convinced the people 
with whom I had talked that this interpretation was correct. They 
indicated that if we filed an affidavit stating the name and address, 
the amount of the loan, and a certificate that the loan which we were 
going to make would qualify under the Small Business Act, that the 
funds would be forthcoming. 

However, after we returned to Providence and put in our applica- 
tion, they did accept our affidavit that this loan did qualify, but, the 
said, “We will only lend you 50 percent of the amount you lend, 
because our interpretation is that $1 must be put up by local funds 
and $1 by SBA.” 

So we happen to be the only 501 case in the country, I believe. We 
have borrowed a total of $313,000 under that initial requirement. _ 

Now, since that, initial loan went through on just a 50-percent basis, 
SBA has reexamined this whole provision in the act, which, as 
you know, is only permissive, not mandatory. They have since 
drawn up the regulations under which these loans shall be made. I 
will read you some of those regulations, because they show how, 
through regulation, the SBA has tightened up, I feel, the require- 
ments so that, in effect, I doubt whether any 501 loans will be made 
in the future. 
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For instance, the Small Business Administration is authorized to 
make loans to the State and local development companies which 
will further that policy. This policy shall be carried out in such 
manner as to insure the maximum participation of private financing 
sources. 

That is a statement of policy. The law says such loans may be 
made without regard to the use and investment by the development 
company from funds secured by it from other sources. The regu- 
lation says if the SBA should find that the State development com- 
pany has other funds available which may fulfill in whole or in 
part the purpose of the requested loan, it may refuse to make the 
requested loan or it may approve the loan in a reduced amount. 
However, SBA has the right in its sole discretion to determine at 
the time of considering the loan to a State development company 
whether funds then available to the State development company 
from other sources can be used to better advantage if used for the 
purpose for which the SBA loan was requested. — 

So that, in effect, this regulation means that if a State development 
company has any credit from any other source, even though the re- 

uirements of the development company are partially for needs which 

o not fit the SBA’s loan requirements, that SBA will probably turn 
down any such application. 

Another point in the law is the maximum amount of obligations 
purchased and outstanding at any one time by SBA under section 
501 loaned to any State development company may not exceed the 
total amount borrowed and outstanding by such company from any 
other source. That, of course, we have felt would entitle us at the 
present time to loans up to $1.5 million. 

Another point is that for purposes of this section a long-term loan 
shall have a final maturity of not less than 5 years. We have re- 
quests from small business very often for loans of less than 5 years, 
and, in effect, through this provision, SBA says that we must make 
somebody borrow money for a 5-year period whether they wish it 
or not, and our feeling is that if somebody comes to us and says 
they want a 214-year loan, we do not force them to take a 5-year 
loan. 

Another point: Prior to the approval of the loan to a State devel- 
opment company, the applicant must disclose to the SBA the pur- 
poses for which the loan will be used, and establish to the satisfaction 
of SBA that the loan will further the intent of the Small Business 
Investment Act of 1958. Our proposal to SBA was that. it should 
rely on an affidavit from us that such a loan did qualify, and that 
it should not recheck our judgment as to whether the loan was sound. 
After all, our company has $800,000 of equity money which is back of 
any SBA loans. We are local people who know the people we are 
lending to. We feel that actually our judgment on a loan is prob- 
ably better in the local area in which we operate than anyone’s judg- 
ment in Washington or Boston or some other office of SBA would 
be because of our knowledge of the local situation. 

Then, SBA has in that connection recently put out a form called 
Application for Section 501 Loans, which covers three pages, which 
now must be filled in before it will consider a loan. In order to get 
aloan we must file an application with SBA before we lend the money 
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which means that anyone who comes to us to borrow money where we 
hope to get it from SBA must wait possibly as long as a couple of 
months before getting approval, where if we are lending our own 
money, we will often make our decision within a week or 10 days. 

And so, as a result of the refinement of the regulations whic h have 
been made, we feel, frankly, that all of the advantages that could have 
been gained through section 501 have been eliminated. 

Those adv: antages are both national and statewide. What are those 
advantages? If section 501 could be operated and I do not believe 
that it can be under just a permissive arrangement because SBA must 
protect itself from possible future criticism—if 501 could be amended 
so that it was mandatory for SBA to make these qualified loans, but 
mandatory only to companies which met. very strict qualific ation. re- 
quirements, we feel that these would be gains to the country as a whole 
as follows: 

First, every State-organized development company such as Rhode 
Island has 

Senator Sarronsratn. Mr. Chairman, may I just say this: Mr. Lit- 
tle, you came in to see me yesterday on this matter. You, of course, 
have a big interest, many interests up there in New Engl: ind. Your 
feeling is that this development company proposition is slowed up 
because every decision would have to come down here to Washington? 
What you want to do is to have more local autonomy among these de- 
velopment corporations, is that correct ? 

Mr. Lirrie. That is correct. Provided the local development com- 
pany meets certain very strict requirements which protect the Govern- 
ment against loss on funds loaned through it. My feeling is, if we 
can decentralize the authority to these local companies who know the 
local situation, and I think are better qualified to lend money in many 
cases, that it would be very helpful to the borrower, to the State, and 
to the Nation asa whole. 

Senator Satronstauy. That isthe purport of your reason for coming 
down here ? 

Mr. Larrie. That is the purpose of the recommendation. 

Senator SartonsratL. Mr. Chairman, I would like to offer for the 
record a statement prepared by Mr. Geor ge I. Emery, treasurer of the 
First Small Business Investment Corp. of New E ngland. I am keenly 
interested in the progress of the three small business investment com- 
panies organized in Massachusetts to date, and in the success of this 
program throughout the Nation. I would like to have the record show 
my appreciation of Mr. Emery’s constructive ideas, and of his concern 
for the good name of this new financi ing vehicle for small business. 

(The written statement of Mr. Emery follows:) 





THE First SMALL BUSINESS INVESTMENT Corp. 
OF NEW ENGLAND, 
Boston, Mass., February 17, 1960. 
Hon. JOHN SPARKMAN, 
Chairman, Select Committee on Small Business, 
U.S. Senate, Washington, D.C. 

Dear SENATOR SPARKMAN: You have requested that we send you a statement 
to be filed with the committee for use in connection with your hearings on Feb- 
ruary 23, 24, and 25 of this year. 

This company was among the earliest to sumbit a proposal and was among 
the first half dozen to be licensed under the Small Business Investment Act of 
1959. It has been in operation since May of 1959 and while we consider this 
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a relatively short span of experience from which to draw far-reaching conclu- 
sions, this letter will summarize our experience and thinking up to the present 
time. Our proposal was filed in December 1958, following an informal confer- 
ence With members of the Small Business Administration staff and the license 
was issued on May 8, 1959. Since ours was a pioneering license both we and 
the SPA found the various steps more time consuming than one would normally 
expect where procedures had been largely routinized and where matters requir- 
jing decisions and rulings had been settled in earlier cases. We feel that under 
the circumstances the issuing of our license was as expeditious as could have 
been expected. The chief obstacle we encountered was the requirement that our 
company register under the Securities Act of 1940, even though the company 
was Offering no securities for sale and was to be a wholly owned subsidiary 
of the First National Bank of Boston. We found the registration process ex- 
pensive and time consuming and I am glad to say that I understand the SEC 
has been persuaded that registration in cases similar to ours should no longer 
be required. We are, therefore, with further expense, undertaking to withdraw 
the registration in order to eliminate the continuing expense which such regis- 
tration would entail. We received fine assistance and cooperation from the 
individuals with whom we dealt, at both the SBA and the SEC, and our only 
quarrel is with the ruling of the SEC which required us to register. 

This company, to date, has made four investments in the form of convertible 
debentures and has one or two others under serious consideration at the moment. 
We have not kept a precise record of the number of applications for financing, 
in part because of the practical difficulty of drawing the line between a casual 
inquiry and a serious application. Our best estimate is that approximately 400 
would-be customers have evidenced a real interest in the possibility of securing 
funds from our company. Many of these were rather clearly of a type which 
could not qualify anywhere for financial assistance and a substantial number 
gave some evidence that they had made the rounds of all known sources of 
funds and were approaching us as a newcomer in the field of providing capital. 

The four investments we have made to date are: 

1. $20,000, represented by 5-year convertible debentures of a company 
which, for some years, has operated a country store carrying specialized 
merchandise of above average quality. The owners had several years of 
successful operation behind them and wished to further develop a promising 
mail order department. The debentures have recently been converted into 
stock of the enterprise. 

2. $50,000 in 5-year convertible debentures of a promising manufacturer 
of electronic products, organized within the past year by a group which 
split off from a successful company in the same field. 

3. $15,000 on a convertible debenture basis to a company engaged in owning 
and leasing motor vehicles. It is now a small operation, but has good possi- 

bilities of growth. 

4. $32,500 to a manufacturer of accessory materials used in the electronics 
field. In this case, the active management, which had not long before 
purchased control of the company from absentee owners, was anxious to 
secure more capital to make possible expansion and development of the 
business. Convertible debentures were taken. 

We have not made and do not contemplate a public offering of our own 
securities. 

In your letter, you ask specifically for our views on the following points: 

(a) Statutory tar deductible loss reserve.—Unquestionably substantial credit 
and investment losses will develop in the portfolios of small business investment 
companies over a period of years and some reasonable opportunity for the in- 
vestment companies to set up reserves as a cost of doing business in the com- 
puting of income taxes is clearly indicated. However, since most of the small 
business investment companies will make relatively few loans and investments 
as compared to a savings and loan association or commercial bank, the mecha- 
nism set up to apply to institutions with large numbers of transactions may not 
be suitable without modification for small business investment companies. 

(b) Participation by SBIC’s in regular SBA loans.—We approve of the pro- 
hibition of SBIC’s participation in loans which SBA may make and do not feel 
it should be changed. The SBIC’s are neither expected nor required to con- 
duct themselves in the public interest to the same degree as are commercial banks 
and are not subject to the same high degree of regulation and supervision. Con- 
sequently they would not make comparable partners for the SBA in joint loan 
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transactions and could not be expected to operate from the same motives and 
adhere to the same standards in presenting loans for the consideration of SBA 
as would commercial banks. 

(c) Permission to SBIC’s to make any form of equity investment.—Some lib- 
eralization of the present limitations restricting SBIC’s in the field of equity 
investment is clearly in order if small business investment companies are to 
fulfill the role conceived for them. We see no reason why SBIC’s should not be 
free to make any form of equity investments which are open to other investors 
so long as they employ their own resources. When part of the money being 
channeled into private enterprises, however, comes from the Government Treas- 
ury, it seems reasonable that there be some suitable restrictions as to how the 
money is to be used. 

(d) Collateralization of convertible debentures——We consider it most impor- 
tant to the future of the program that the present restriction against collateraliz- 
ing convertible debentures be removed. 

(e) Statutory ratio of Government loans.—We are opposed to any increase 
in the permitted ratio of Government loans under section 303, particularly while 
this program is in a somewhat experimental stage. We feel that the Govern- 
ment’s participation beyond the present ratio would be unwise and possibly dan- 
gerous to the future reputation of the whole program. 

(f) Security for 303 loans.—We believe the funds of the Government which 
are made available to SBIC’s for their use and profit through section 303 should 
be secured by specific collateral. Since the Government funds would have pro- 
vided the means for acquiring the assets which would be pledged this can 
hardly be considered a hardship. 

(9) Stock option.—We see no objection to the granting of stock options to key 
personnel in those companies which are not making use of Government funds as 
part of their capital structure. We do not believe that companies which are 
receiving Government assistance should have such permission. 

(h) It seems to us that little purpose is served by the requirement that cus- 
tomers of SBIC’s be required to invest in the stock of the SBIC. This is par- 
ticularly true in the case of SBIC’s which are not taking advantage of the op- 
portunities to employ Government funds. We do not have any strong feeling on 
the subject in cases where Government financial assistance is provided by SBA 
in the launching of new SBIC’s, but do feel that if this requirement is removed, 
some substitute should be found which will provide means of paying off Govern- 
ment participation over a period of time so that all SBIC’s would gradually 
stand on their own feet and not look to the Government permanently for a share 
of their equity capital. 

In making our own plans and in conducting the operations of our company, 
we have acted on the belief that the new financing vehicles provided for the 
smaller business community by the Small Business Investment Act of 1958 will 
be a permanent part of the financial mechanism of the country. We, therefore, 
are concerned that amendments be made after careful consideration and that 
for the next year or two at least, they be made within the pattern of the legis- 
lation as passed by the Congress a year and a half ago. We feel it is still too 
early to have conclusive demonstration that radical changes in the act are es- 
sential and hope that changes which would be so extreme as to permit abuses 
now guarded against will not be made. We feel that one of the most important 
things your committee should consider in acting upon suggestions is the effect 
which the proposals might have upon the general good name and reputation of 
companies organized under the act. We feel that to date we can all take satis- 
faction in the general caliber of the management and sponsorship or the com- 
panies which have been licensed to date. These companies, aided greatly by the 
Federal Government’s sponsorship and close association, are creating a favor- 
able connotation within the business community for the name “small business 
investment company.” Businessmen feel that because of the Government’s iden- 
tification with and licensing of these companies they can approach them with 
greater confidence and possibly with less careful attention to safeguarding their 
own interests than they would exercise in normal commercial dealings. 

It seems to us that the Government by fostering this public attitude is assum- 
ing a distinct obligation to see that high standards of conduct are maintained in 
order that the confidence of the Nation’s smaller businessmen may be retained. 
We earnestly hope that your committee will safeguard the future welfare of 
the program which has been started by not recommending changes which, while 
they might stimulate the immediate growth of small business investment com- 
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nies, would in the long run lead to abuses which would bring discredit on 
all of those who have worked to launch the new financing vehicles upon a sound 
program. 
Very truly yours, 


GEORGE I. EMErRy, Treasurer. 

Mr. Strutts. I know Mr. Emery had planned to come down and 
could not at the last minute. 

Senator SauroNstatu. Mr Little, will you excuse me? 

Mr. Lirrix. Yes, sir. 

If I may return to the real advantages that would be gained by the 
Nation, by the State and by the small business borrower : 

First, a change in the act which would make these loans mandatory 
rather than permissive, would mean that more dollars would be 
brought in to be available for small business to the extent that these 
companies were organized in other States because under the law you 
have to have a dollar of borrowing lovally, say, from banks, insur- 
ance companies, for every dollar the SBA puts up. 

Advantage No. 2 is that if this plan were put into effect, I estimate 
there would be at least $80 million of equity money back of both the 
local loans and the SBA loans to, in effect, guarantee them against 


Third, the local borrower would get much faster action on request 
for loans because of the decentralization of this authority. 

Fourth, and very important, the development companies such as 
ours, often lend on an unsecured basis, whereas to our knowledge the 
SBA always requires getting security on everything it can possibly 
get, including, very often, inventories and plant, and we have heard 
of cases where the borrower has to mortgage his home and give a 
pledge on the home to SBA. 

Now the SBA’s policy on small business loans, we feel, tends to 
restrict the credit of the borrower, and if you are lending to a growth 
situation, we feel that our system of loans is far better. Many of our 
loans are made on the basis of a subordinated debenture, where that 
debenture has negative pledge provisions where nobody can get a lien 
on the company. We require a certain amount of equity back of us. 
We take a secondary position, and then before we make the loan, we 
go to the local banks and say, “We will put up $300,000 provided you 
will put up on a current loan basis another $200,000 or $300,000.” 

So that in every case we try to get additional funds into the situa- 
tion. Nobody has a lien on anything. The concern’s credit is, there- 
fore, excellent with its suppliers, and with its banks, and our semi- 
equity money makes that possible. So that we not only have the 
extra dollar that is put up by the insurance companies and banks on 
apar with SBA, but we also get additional capital into these concerns 
through subordinating our position to them. 

For instance, in the loans since we have been operating, we have 
drawn in from other financial institutions in lending $3,381,000 in 54 
loans to 48 companies, we have gotten insurance companies and banks 
to put into these same companies an additional $4.6 million. 

ow, look how this leverages these situations and helps these local 
_ situations. 

Now, I feel that there are two types of operations necessary to help 
the small businessman. I do not say eliminate SBA, because there 
are many cases where you have to male loans that are completely se- 
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cured, and let the SBA continue that policy. But I would like to 
see the Government allocate approximately half the total funds that 
are now available for loans to small business, and use those funds 
through local development companies where we can get this extrs 
capital in at the local level, and where we can encourage other finan- 
cial sources to add their capital. We will get many more funds in that 
way; we will get faster service. I think this is a type of borrower 
who must have this kind of credit, which, under the present regula- 
tions, the SBA just cannot grant. 

I am not going to read the proposed amendments in full, although 
I would like to stress how we propose to have a qualification require- 
ment that is really tough. 

For instance, to qualify, a development company must have been 
in existence for at least a year. They must have an operating record. 
It must submit at the time of application and every year thereafter 
audited reports by certified public accountants, copies of their tax 
return. The auditor’s certificate must also include a statement as to 
whether or not the qualified company has met during that past year 
all of the requirements of the act, because if they have not met them, 
they would be immediately disqualified and SBA would no longer have 
any requirement to lend. 

They must have a minimum capital of $500,000 of equity junior 
to any money that comes from SBA. That would help guarantee the 
SBA against loss. The board of directors shall receive no compensa- 
tion for services, either as fees, bonuses, salary, or otherwise. We 
feel that there are enough people in different States of the country 
who will take on this job in a local community as a public service, 
the way we do in Rhode Island. 

No loans can be made to any concern where the funds come from 
SBA in which any director or officer has any financial interest, and 
the local company must be in good standing in the State, must have 
maintained its status in the State under the State law in which it is 
qualified. 

We feel, if these requirements are set up with really strict qualifica- 
tion requirements, that then it would be safe for Congress to require 
the SBA to lend within 10 days of an application the money which 
the company states it has lent or intends to lend to a firm which it 
certifies qualifies under the act as a small business concern. This 
whole thing is just that simple. I think Congress has got to decide 
whether they want to have this act under section 501 really effective 
and really get the assistance of outside money and outside management 
or whether section 501 is to be left the way it is where, in my opinion, 
it will be completely ineffective. 

Anything I have said was not said in any criticism of people in the 
SBA. It has a very devoted and able group there. But it is operat- 
ing in a goldfish bowl, and when any act gives it permission to do 
something, it must be extremely careful to avoid possible future 
criticism in the way it operates. 

But, if a part of these funds can be used through the local develop- 
ment companies, we feel that a whol enew method of loaning can be 
opened up which will be much more effective than the method presently 
used by the SBA, of necessity. 
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While our principal appearance here today was on section 501, if 
you would like to have us do so, we have very quickly a couple of rec- 
omemndations on the SBIC. 

First, we feel it is most important that the SBIC’s be permitted to 
purchase preferred and common stock as well as subordinated deben- 
tures. You might as well go all the way, because it is my impression 
that Congress wanted this act to provide equity money rather than 
loan money. 

Second, you should eliminate the requirements for the borrower to 
buy any SBIC stock. I see no advantage in that provision. 

Third, a provision should be put in the tax law which will permit 
2 perecnt of the total investments made each year to be set up in an 
annual reserve for bad debts until the reserve has reached 12 percent 
of the total net investment account, that is, your gross investments 
less repayments. 

On that basis, you will then build a cushion, once you reach 12 

rcent, and then you can only rebuild to the extent of your losses 
inthe future. But that must be permitted, I think, every year to have 
2 percent go in. 

As far as leverage is concerned, I doubt whether the leverage on 
SBIC’s should ever exceed 5 to 1, whereas in the development com- 
panies, I feel a leverage of 10 to 1 is a fair goal. But I think, where 
the intent is for more equity investment, that the leverage should be 
less in an SBIC firm than in a development company. 

Would anyone like to ask any questions? 

Mr. Sruurs. Thank you very much, Mr. Little. The staff certainly 
wants to compliment you on a very fine job of educating not only the 
staff but the members of our committee on 501. You and Mr. Sarles, 
I think, have seen almost every one of the 17 members of our commit- 
tee in the last day and a half. 

Mr. Lrrrie. I wish we had. 

Mr. Sruttrs. Your arches must be aching. I know Mr. Skubitz 
here, administrative assistant to Senator Schoeppel, talked to you, as 
did Senator Schoeppel. It is the plan of the staff to ask certain ques- 
tions, raised by your testimony, of Mr. Read and Mr. McCallum 
immediately following your appearance. I hope you can stay, and 
then give us any further comments for the record, following their 
answers. 

Mr. Lirrix. I would like to make this statement: that if any other 
of the States would like to follow our lead, Mr. Sarles and I would be 
willing to go to those States and help them set up companies of this 
sort, and we feel, with the 7 years experience we have had, that we 
could add invaluable help to newcomers and I hope that every State 
in the Union will follow this lead because I am convinced it is the 
ultimate solution of the problem of loans to small business people. 

Thank you. 

Mr. Ansperry. Mr. Little, may I ask what the loss experience of 
the Rhode Island Development Co. has been ? 

Mr. Lirrie. Harvey, do you want to state that? 

Mr. Sartes. Yes. We have made loans of $3.4 million, and our 
total losses come to $50,000. 

- Ansperry. Do you have any loans that are currently trouble- 
some ? 
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Mr. Saruzs. No. 

Mr. Lirriz. I might state that on that loss, a large portion of it, 
however, was on the building. 

Mr. Sarues. $45,000. 

Mr. Lirrie. $45,000 of that loss was on a speculative buildin 
which we built in Woonsocket where they badly needed industry bo 
the building was not too well designed by the Woonsocket people. 
We paid for it, held it, and when somebody came along to take it, we 
lost $45,000, so we are not building any more speculative buildings. 

But if a local development company wants a speculative building, 
we will lend them the mortgage money, provided they will put up 
some equity, so the bulk of our loss came in that one building 
investment. 

Mr. Ansperry. Do we understand you to recommend a 5 to 1 lever- 
age for SBIC’s? 

Mr. Larrie. Yes, sir, maximum. 

Mr. Ansperry. Well, against 10 to 1 for a development company? 
Do you mean from all sources or from SBA ? 

Mr. Lirrie. From all sources. 

Mr. Ansperry. What do you think the leverage from SBA should 
be? 

Mr. Lirrizx. From SBA? 

Mr. Ansperry. It is now 50 percent. 

Mr. Lirrie. I should think that should be left pretty much to the 
discretion of SBA, because 

Mr. Ansperry. Well, it is fixed by statute now. 

Mr. Lirrte. It is? 

Mr. Ansperry. Do you think it should be changed ? 

Mr. Lirrie. Well, I think it should be increased so that it, perhaps, 
would take half the leverage as a maximum and let the other half 
come from other sources, which is pretty much the way the capital 
goes up. If other people match the SBA. 

Mr. Ansperry. In other words, dollar-for-dollar matching ? 

Mr. Lirrie. Dollar-for-dollar matching I think would be fair. 

Mr, Ansperry. Thank you. 

Mr. Sruurs. Thank you very much, Mr. Little and Mr. Sarles. 

Mr. Lirrize. Thank you. 

(The following letter was received from Mr. Sarles subsequent to 
the hearings :) 





BUSINESS DEVELOPMENT COMPANY OF RHODE ISLAND, 
Providence, R.J., February 29, 1960. 


Mr. WALTER B. STULTs, 
Staff Director, Select Committee on Small Business, 
U.S. Senate, Washington, D.C. 

Dear Mr. Stutts: Following Mr. Little’s testimony before the Select Commit- 
tee on Small Business, U.S. Senate, on February 25, we met with an official 
of the Small Business Administration. It was suggested that possibly the regu- 
lations of the SBA concerning section 501 might be changed to the extent of 
meeting our objections. Therefore, for the time being we are planning to discuss 
such possible changes with officials of the SBA rather than to press for amend- 
ments to the act. 

Would you be good enough to place this letter on the record of the hearings? 

Sincerely yours, 
Harvey J. Sarwes, President. 


Mr. Sruuts. Mr. Administrator, Mr. Read, will you come up, please? 
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STATEMENT OF PHILIP McCALLUM, ADMINISTRATOR, SMALL 
BUSINESS ADMINISTRATION; ACCOMPANIED BY DUNCAN H. 
READ, DEPUTY ADMINISTRATOR, INVESTMENT DIVISION; ROSS 
D. DAVIS, ASISTANT GENERAL COUNSEL; AND LEONARD J. RAL- 
STON, ASSISTANT GENERAL COUNSEL 


Mr. McCautitum. Mr. Davis and Mr. Ralston are with us. 

Mr. Srutrs. Mr. Ross D. Davis, Assistant General Counsel. 

Mr. McCatuum. And Mr. Leonard J. Ralston, Assistant General 
Counsel. 

Mr. Sruutts. Mr. McCallum, do you have an opening statement you 
would like to make at the conclusion of these 3 days of hearings? 

Mr. McCautum. A very brief statement, Mr. Stults. And since 
there has been considerable testimony here and a number of ideas 
developed, I would like to ask permission of the committee to have 
an opportunity to study some of these further, and perhaps submit a 
supplementary statement, if that would be agreeable with you. 

Mr. Struts. Fine. If you could speak up a little bit, I know there 
are people in the back of the room who are tremendously interested 
in what you might say. 

Mr. McCauium. All right, Mr. Stults, with your permission and 
before we begin the questioning, I would like to make a general obser- 
vation on some of the statements and recommendations made before 
this subcommittee yesterday and the day before. 

First, I believe that the witnesses who have appeared before your 
subcommittee should be commended for their constructive comments 
on the operation of the small business investment program. I think, 
too, that the staff should be commended for the hard work and organi- 
zation which I know has gone into the preparation for this hearing. 
It would be an understatement to say that we at the Small Business 
Administration have benefited from our attendance at these hearings. 

As an example of a constructive recommendation, I need to go no 
further than to refer to Senator Morse’s opening remarks on the publi- 
cation of SBA regulations. It should be unnecessary for me to say 
that I agree wholeheartedly with Senator Morse when he states that 
it is desirable for SBA to comply with the requirements of the Ad- 
ministrative Procedures Act and the Federal Register Act. I can only 
say that if the activities of SBA have not met these requirements, it is 
because the severe pressures to activate the program as rapidly as 
possible unfortunately has caused our attention to stray to more im- 
mediate but not more important concerns. We certainly will review 
our procedures with Senator Morse’s comments in mind, 

The need for flexibility in the investment program has been em- 
phasized during the testimony in a variety of ways. It was suggested, 
for example, that the use of convertible debentures as the only equity- 
capital devise is too limited. There seems to be substantial agreement 
on this point. 

In addition, some witnesses recommend that, when desirable, the 
convertible debentures should be secured or guaranteed. Another wit- 
ness recommended authority to invest surplus funds in securities other 
than Government bonds. 

Testimony was given to the effect that the requirement that long- 
term loans be at least 5 years in duration is too rigid. 
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I could cite other examples of what has been said to be needed 
flexibility. 

The proponents of the Investment Act had emphasized from the 
beginning that flexibility is an essential ingredient in the investment 
program. Of course, I concur with this view, and we have made every 
effort to provide for this flexibility whenever possible. 

In my opening statement I spoke briefly of balancing the sometimes 
conflicting demands made within the investment program. I think 
the need for maintaining the proper degree of flexibility is an 
extremely apt illustration of this problem. 

It would be a mistake if, in the interest of providing the maximum 
flexibility in the investment program, we lose sight of the aim of the 
program. Let me illustrate what I mean: A primary object in en- 
couraging the organization of the investment companies is to make 
venture capital in the form of equity available to small concerns. If 
the emphasis is permitted to swing too far from equity capital to 
secured lending and if these loans are permitted to become short-term 
loans, we soon may find that many of the investment companies are 
engaged primarily in activities which are not contemplated by the act, 
namely, making short-term loans in competition with presently estab- 
lished financial institutions. 

Mr. Lane, of the Citizens & Southern Small Business Investment 
Co. of Atlanta, Ga., aptly pointed out that, in his view, the function of 
supplying equity capital, in so far as the aims of the program are 
concerned, is to strengthen the financial condition of small concerns so 
that they may apply successfully to banks and other established finan- 
cial institutions for further financing, which financing presently is 
available in good supply to sound companies. 

Obviously, this aim may be defeated, at least in part, if SBA per- 
mitted convertible debentures to be secured. This might not be 
desirable flexibility. 

We find that the same kind of conflict arises in connection with the 
suggestion that SBA permit the investment of surplus funds in secur- 
ities other than Government bonds. This flexibility has obvious ad- 
vantages to the investment company, but we have not permitted this, 
to date, because, in part, we wanted to make sure that investment 
companies would have every incentive for putting their money into 
small concerns as promptly as possible. 

We did not want to sponsor and finance investment companies which 
would sit idle with a portfolio of securities which are not the obliga- 
tions of small enterprises. 

In my opinion, therefore, while flexibility is desirable, it also has its 
limitations. We have tried to develop an investment program which 
will permit to the investment company every reasonable liberty but at 
the same time will not permit them to engage in activities foreign to 
the clear aim of the program. 

I will be glad now to answer any questions. Mr. Read will answer 
some, too. 

The CuairMan (presiding). Mr. Stults. 

Mr. Sruurs. Mr. McCallum, certainly the committee—— 

The Cuatrman. Before you start, let me ask this question, Mr. Me- 
Callum. I did not hear all of your statement. But did you comment 
on the testimony of the gentleman representing the only loan that has 
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been made to a State development company, the gentleman from 
Rhode Island ¢ 

Mr. McCatuum. No, sir; I have not yet. 

The CHarrman. You have not commented on that? 

Mr. McCatium. No, sir. 

The Cuairman. I hope y you will have something to say or that you 
will give us a memo on it. 

Mr. McCatium. I would rather do it later. Some of the sugges- 
tions made were statutory changes, and I have not had a chance to 
analy ze completely that statement. 

The Carman. Yes. 

Mr. Srurrs. Well, certainly, I would like to ask the questions right 
there since that is fresh in my mind. 

Mr. McCatium. All right. 

Mr. Sruvts. I notice something which will not be published in our 
record. You and Mr. Read seem to have been shaking your heads 
in the negative at some of the interpretations placed on your 501 regu- 
lations by Mr. Little. 

I wonder if you could tell the committee if it is your policy, as they 
appear to contend it is, that you will make no 501 loans to a State 
development company until they are out of funds? 

Mr. McCattum. No. We do not go that far. But we think that 
if the State development corporation has funds available, certainly « 
part of those funds should be used in the small business project. 
Otherwise, if they borrowed 100 percent of funds from the Govern- 
ment, and they were pees to retain their own private funds, this 
could mean that the Government was 100 percent financing their 
projects for small business enterprises. We think they should have 
some ~ their own funds in on that project. 

Mr. Struts. I think probably it is true that Rhode Island is the 
outstanding example of a State which has tried to make its State 
development corporation work. I am sure that we are all in agree- 
ment on that. 

Mr. McCatuum. Yes, sir. 

Mr. Stunts. A State which has not up to this point had a State 
development corporation, which has practically no resources at all, 


could come in to you and participate completely on a matching dollar- 
for-dollar basis under 501; is that correct ? 


Mr. McCatium. Yes. 

Mr. Stunts. Rhode Island, which is the only State which I am 
aware of which has a permission for the banks to go up to 5 percent 
of their capital in the State development corpor ation, finds that their 
banks have already subscribed up to 2.5 percent, according to Mr. 
Little. It seems to me we are asking the Rhode Island bankers and 
other financial institutions to assume a very large burden if we do 
not recognize that they have made this start and “that, perhaps, they 
should be accorded some sort of treatment recognizing their lead. 

Mr. McCauium. Mr. Read would like to comment on that, Mr. 
Stults. 

Mr. Sruvts. Yes. 

Mr. Reap. The original application from the Rhode Island State 
Development Co. was for $625,000, in round figures. And the deter- 
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mination to lend them half of that was to prevent the situation where 
the loans that they might have made would be for big business, and 
we would be matching their big business dollars with 501 money 
which they intended to use for the benefit of small business. We 
thought that the intent of the act was that we should match dollar 
for dollar their small business loans. 

Mr. Stunts. Of their small-business loans, but only those coming 
into you as of now, but not looking back ? 

Mr. Reap. To them. 

Mr. Sruurs. If Rhode Island has made a million dollars in loans 
to small business firms, are you willing to give them 100 percent on 
loans now up until they reach the million dollars ? 

Go ahead, Mr. Ralston. 

Mr. Ratsron. I was going to say that the 501 loans are authorized 
to further the purposes of the act. Now, this is our problem. The 
purpose of the act is to stimulate and encourage the dow of private 
funds into the equity and long-term field for small business. This 
is what we endeavor to do if at all possible. We have not been con- 
fronted with the situation that you mention where they have no other 
funds. Where they do have other funds, our purpose has been, in 
furtherance of the purpose of the act and in accordance with the 
authority to make the loan, to have some participation of private 
funds. 

Mr. Struts. Several local development company loans have been 
made by your agency on an 80 percent-20 percent basis, and yet you 
feel that the most that you can offer a going state development com- 
pany isa 50-50 deal. 

Mr. Ratston. That is not stated as a regulation. This was worked 
out in that case. 

Mr. Stctts. Do you feel—— 

Mr. McCativm. I think that what we are trying to do here, Mr. 
Stults, is to get some kind of an equitable balance, in view of the 
statute. This was our first case and we studied it and thought it 
was the intent of the statute. Other cases may demonstrate a need 
for some change. 

Mr. Srutts. If Rhode Island had no money at all, would you, per- 
haps, have let them have 80 percent and ask them only to give you 20 
or participate in a 4-to-1 ratio? 

Mr. McCatium. I think you are confusing this situation; they 
are a State development credit corporation. 

Mr. Sturts. Yes, sir. 

Mr. McCatium. The 80-20 ratio applies to a local development 
corporation, which is a different type of development corporation. 
This is a statewide development credit corporation. 

Mr. Sruurs. It is different because one is State and one is local? 

Mr. McCatium. Yes, but the provisions for financing the com- 
panies by SBA are also different under statute. 

Mr. Srutts. Does the statute make a distinction in terms of ratio 
as between 501 and 502? 

Mr. McCativm. No, it does not. 

Mr. Sruuts. You feel the intent of Congress, however—that there 
should be a distinction between the twu? 
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Mr. McCautium. Well, the 502 loans are secured mortgage loans. 
The 501 loans are to provide long-term and equity funds to small 
business concerns. So I think that they have different objectives. 

Now, a development corporation, a State development corporation, 
ean obtain a loan from us under section 502 on a secured mortgage 
basis for plant construction, for example. 

Mr. Srutrs. Do you feel that a purpose is served by your reviewing 
pretty much de novo the financial survey made by the State develop- 
ment corporation where you do not do that with a SBIC ? 

Mr. McCauium. Well, since we have had only one application and 
in order to get. some experience in the operation of the program, under 
that section, it is my recollection that we did do that in this case, 

Mr. Rauston. Also, the act drives us to some extent into the com- 
pany because we have to see what their borrowings are because we are 
on a matching basis, and then the terms are supposed to be on an equal 
basis. Isthat what you had reference to? 

Mr. Srutts. Well, when you provide 50 percent of the funds of a 
minimum SBIC you ask them only to swear that they will follow cer- 
tain broad policy determinations. You do not go in and look at their 
specific investments or their specific loans: is that correct? 

Mr. McCatium. That is right. 

Mr. Ratston. That is right. 

Mr. Sruurs. And yet when you are asked to match with a State 
development corporation, you want to have the entire file down as if 
you were making a section 7 loan; is that correct? 

Mr. Ratsron. We did in thiscase. You must remember this was the 
first case we had, and we looked at everything, you might say, and 
tried to arrive at the best basis that we thought was equitable to the 
company and in accordance with the act. I am not sure, but I do not 
think we evaluated their investments. I would not be certain about 
that. But Idonotthinkso. Mr. Sarles might be able to give you the 
answer on that. 

Mr. Stuurs. You did not 

Mr. Ratsron. I do not think we evaluated—that is, went in and de- 
termined whether or not this loan was credit worthy, or so on. I 
think we just looked at their portfolio. I think that was your ques- 
tion, was it not, whether or not we evaluated their portfolio? 

Mr. Stutts. Yes; I just 

Mr. Ratsron. I do not think we did. I could be wrong on that. 

Mr. Sartes. That statement is correct. 

Mr. Ratston. We did not evaluate, did we? 

Mr. Sartes. No. 

Mr. Ratston. We just looked at the portfolio, we did not evaluate 
it. It so happened in this particular case that we did disburse after 
they had disbursed to the small companies. 

Mr. Sarues. That is correct, except the application was made, sir, 
before we had disbursed. 

Mr. Ratston. In other words, we had given them an authorization 
and we were still in the throes of trying to work out some of the de- 
tails, so, in order to not cause any further delay, they want ahead 
and disbursed and then we later disbursed on the basis of a revised 
authorization. 
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_ Mr. Srutts. Now, I think the committee, and the Congress in pass- 
ing the Investment Act, felt the purpose was to get financial assist- 
ance into the hands of small firms. One way of doing it is either 
iving them the money to build a plant or giving them the plant on a 
ease-purchase or on a straight rental basis. Either one is, probably, 
equally good to the small businessman, as represented, let us say, by 
Poly-Scientific Corps., which was here yesterday. 

So when staff investigators for this committee went out to all parts 
of the country and found that State development commissioners, State 
economic development commissioners, State development corporations 
and local development corporations, chambers of commerce, and the 
like, had no awareness of and no idea of how 501 and 502 could be 
of use to them, we were obliged to question whether SBA had done an 
ious job of publicizing those programs. 

r. McCallum’s opening statement indicates that you have certain 
materials out. Do you have any other plans for making this better 
known around the country ? 

Mr. McCatium. Each of our regional offices has this material, our 
publication on loans to local development corporations; they have in 
many cases made individual calls and will continue to make them. 

You must remember that although this, in this local development 
corporation field there are said to be some 3,000 local development 
companies, that many of them are, in effect, inactive. They may have 
a shell organization but have not actually operated as yet. They may 
have the organization, and these are all being contacted to see whether 
this may be of interest to them. 

Mr. Stutrs. They are now being contacted ? 

Mr. McCatium. Yes, sir. 

Now, back as early as 1954, although it did not relate to section 501, 
SBA did publish a pamphlet on State development companies—I do 
not recall the title, but it dealt with the subject matter of State devel- 
opment credit corporations, and the manner in which they could assist 
their communities. 

And so SBA has been in this program with State and local develop- 
ment corporations, on one basis or another, over a considerable period 
of time. 

Now, the specifics of section 501 loans were discussed in each of the 
large meetings that we held across the country last year. We have 
had inquiries from a number of State development corporations. One 
of the problems is that, in order to qualify, many of them, we under- 
stand, would have to amend their charters in some way in order to 
be able to take advantage of the act. 

Mr. Reap. According to our studies, only 17 State development cor- 
porations have been formed, 3 of which are not yet authorized by their 
statutes to borrow from SBA up to this time. We have talked to 
many of the State development commissions about legislation which 
would enable them to come in under 501 and 502. 

Mr. Sruuts. Do you feel that any purpose would be served by doing 
a little educational work in this field? Your investment divisions are 
now down to receiving 8 applications a month, 100 a year, and it seems 
to me they might have enough time to get out around their regions to 
see people and try to impress upon them the beauties of both section 
501 and section 502 of the Small Business Investment Act. 
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Mr. McCatium. Let me just comment that we are doing that, 
Mr. Stults, and let me say that we have plenty to do. 

As these companies are now getting into business, our examination 
function becomes important. This means that many of our people 
will be working in this phase of the program. But certainly we are 
interested in this program. It is a good program and we are con- 
tinuing, and will continue, to publicize it. 

Mr. Sruurs. Fine. I know what two members of this committee 
were able to do in providing enlightenment to the field. I know what 
one speech by the chairman of this committee was able to do in alerting 
the municipalities in his State. I also know that there has been re- 
juctance on the part of at least some of your employees as to any fur- 
ther discussion or public discussion of the 501 and 502 programs at all 
when 

Mr. McCatium. Well, I am not aware of that, Mr. Stults; and, 
certainly, the instructions which I sent out when the pamphlet was 
published are such that they would completely overcome that, I would 
be sure, if there was any such resistance. 

Mr. Sruuts. I have no further questions on 501 or 502. 

The Cuarrman. Mr. Ansberry ¢ 

Mr. Ansperry. I have no questions on 501, sir. 

The Cuatrman. Mr. McCallum, let me ask you this question, but 
before I do, first let me say that I certainly am sympathetic with the 
idea of making all of these programs sound, and I do not want any- 
thing I say to be taken as anything other than that. 

A program cannot succeed unless we get guidelines, and unless we 
do a good job. But I have felt that 501 and 502 probably ought to be 
encouraged more than they have been. I have felt in the past that 
there was a reluctance on the part of some of your people to push the 
program, or even to lend any encouragement. 

In fact, one of our staff members out in the field found what he 
decided was a definite discouragement, I think I can put it that way, 
rather than to just say an indifference or reluctance regarding the 
program. I am delighted to hear you say that it will be the purpose 
of the Administration to put out publicity on these programs, and to 
encourage them. 

Mr. McCautium. I want to say, Senator, that I agree with you. 
These are two very important programs, and we, as I indicated, will 
again review this whole matter in view of this discussion and will con- 
tinue to work on this program and to publicize it to the extent that we 
can within our manpower. 

The Cuatrman. Do you have any other questions? 

Mr. Ansberry ? 

Mr. Ansperry. I believe that perhaps it might be advantageous to 
take up—— 

The Cuairman. Do you want to say something, Mr. Little? 

Mr. Lirrie. I just wondered whether it might be possible to add a 
little something to what has been said. 

The CuarrMan. We welcome your comments. 


Mr. Lirrie. I would just like to stress again the wording of the law 
which says: 





Such loans may be made without regard to the use and investment by the 
development company of funds secured by it from other sources. 
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The CHarMan. Yes, sir. 

Mr. Lirrix. Then, right after that, the present regulations say— 

If the SBA should find that the State development company has other funds 
available which may fulfill, in whole or in part, the purpose of the requested 
loan, it may refuse to make the requested loan. 

Now, the reason this is important to the Rhode Island Development 
Co. to clarify this point is that we are committed to the State of 
Rhode Island under a new building program to lend second mortgage 
money up to 10 percent of the total cost of new buildings built in the 
area. 

Our directors have made that commitment to the State. The State 
now guarantees up to $20 million of first mortgage money on such 
buildings. Our development company has agreed to go along with 
the Governor, the legislature, that we will take $2 million of our funds 
from other sources to put into second mortgages to get employment in 
the State, and so that we have committed a large portion of our funds 
for those purposes. 

Yet when we apply for a small business loan we are turned down 
because of this regulation, which means that Rhode Island is now 
out of funds for any more small business loans because of the com- 
mitment we have made to the State. 

Now, on the second mortgage loans, we cannot get that money back 
from SBA, so we have made the commitment, and $2 mililon has 
to be put up when the buildings are built. 

The Cuatrman. Thank you, Mr. Little, for that addition] statement. 

Is there any further comment on that ? 

Mr. Srutts. Is that a regulation from which Mr. Little was reading? 

Mr. Ratston. I believe he was reading from the regulation regard- 
ing availability of other funds. 

The Cuarrman. The first part was from the statute? 

Mr. Stutts. Is that a regulation ? 

Mr. Ratston. The regulation states if we find that a State develo 
ment company has other funds available which may fulfill, in whole 
or in part, the purpose of the requested loan, it may refuse to make 
the requested loan, or it may approve the loan in a reduced amount. 

In other words, this is saying that we are going to try to get par- 
ticipation if we can. We do not state any amount like 50 percent or 
anything like that. 

Mr. McCatuvum. I think, Senator, the suggestion has merit, and we 
will be glad to look it over. 

Mr. Srvutts. This is the regulation published in the Federal Reg- 
ister of February 17; is that correct ? 

Mr. Ratston. No. This was one of the early regulations. This 
was one of the first regulations, probably published in October, and 
certainly in December 1958. 

Mr. Srutrs. That was under your rulemaking 

Mr. Ratstron. Yes, sir. This was one of the first regulations. This 
is an original regulation that we just read from. 

Mr. Sruurs. Thank you. 

The Cuarrman. Allright. Mr. Ansberry. 

Mr. Ansperry. In view of the great deal of testimony here to the 
effect that the small business investment companies should be freed 
from regulation under the Investment Company Act of 1940, are you 
ready to comment on that suggestion ? 
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Mr. McCautium. Well, Mr. Ansberry, I think that responsibility 
for determining where investor protection should lie rests with the 
Congress. In the Small Business Investment Act they said it would 
remain with the Securities and Exchange Commission, subject. to 
certain exemptive authority which they had under section 6(c), I 
believe. 

We have, as you have heard, had some complaints about duplica- 
tion. But there are relatively few companies that have been to the 
SEC. 

We have had excellent cooperation from the SEC in trying to avoid 
duplication and to conserve time. These statutes were developed after 
a long period of time and considerable study. It would seem to me 
that some form of investor protection would be required if this were 
placed in SBA, which would mean that certainly we would have to 
have an increased staff, and get into additional regulatory functions. 

If it were placed with us, of course, we would carry it out. 

Mr. Ansperry. You do have regulations now which cover much 
of the same ground as the Investment Company Act of 1940; do you 
not ? 

Mr. McCatium. Yes, there are some that do. 

Mr. Ansperry. With respect to one feature of the Investment. Com- 
pany Act of 1940, the prohibition against options to executives, ap- 
parently there is substantial agreement that restricted stock options 
are needed by the industry. There is no disagreement; and you have 
just come into agreement with that point as regards companies not 
subject to the Investment Act. 

Would you make any recommendation with respect to companies 
which are under or subject to the Investment Company Act, that 
they should be exempted from that? 

Mr. McCatium. Well, we have heard testimony, and we agree this 
is a useful method of holding key personnel and providing some in- 
centive to the investment company management. I did not under- 
stand that Mr. Gadsby said that he would not consider some kind 
of rule under which this might be possible under the Investment Com- 
pany Act. 

Mr. Ansperry. I am not sure that the Small Business Investment 
Act would permit that particular exemption from the Investment 
Company Act of 1940; do you? 

Mr. McCatuum. No, I couldn’t comment on that, because I have not 
studied it; I am sorry. 

Mr. Ansperry. Well, whatever the means of permitting these com- 
panies to have restricted stock options, whether it would require 
amendment to the Investment Company Act of 1940 or to the Small 
Business Investment Act; are you in favor of it? 

_ Mr. McCarivum. Well, so far as we are concerned, we have permitted 
it. 

Mr. Ansperry. I understand that, but supposing they run up against 
statutory or regulatory bars and something from the SEC; do you 
think Congress should correct that? ; 

Mr. McCatium. Well, I do not know that I am prepared to com- 
ment on that, Mr. Ansberry. I think the matter would have to be 
fii in the light of the aims of the Investment Company Act of 


52107-6016 














234 SMALL BUSINESS INVESTMENT ACT—1960 


Mr. Srutrts. Also, let me say, Mr. Administrator, the Small Busi- 
ness Act of 1958 gives you the responsibility of fostering and espous- 
ing the cause of small business before all Government agencies and 
departments; is that not correct ? 

Mr. McCatuivum. This is true, but the main and primary respon- 
sibility for investor protection rests with the SEC. 

Mr. Sruurs. If you are concerned, however, that an SEC policy 
is inimical to the best interests of the small business community, 
you do have legislative responsibility to try to change it? 

Mr. McCatium. We certainly would discuss it with SEC, Mr, 
Stults. 

Mr. Ansperry. Of course, Congress in 1954 gave you special bene- 
fits with respect to restricted stock options as distinguished from 
stock options themselves, and that has received a great deal of favor- 
able comment in the investment community: Would these companies 
have to compete with companies in other fields which have demanded 
restricted stock options for personnel? Do you believe the SBIC 
should be so handicapped in getting the proper personnel ? 

Mr. McCatutivum. As I said, Mr. Ansberry, we have permitted it. 

Mr. Ansperry. That action was taken when, Mr. Administrator? 

Mr. McCattum. Sometime last week. 

Mr. Ansperry. Have you received the report from Mr. Leonard 
Silverstein, an attorney here in the District, on the Federal tax as- 
pects of the Small Business Investment Act of 1958? That is, his 
report which was dated April 24, 1959. He made a considerable 
number of recommendations, two of which, I believe have already 
become law. I am referring to the one exempting small business 
investment companies from the Personal Holding Company Act, 
and the one suggesting that they should also be exempt from the 
unreasonable accumulation of surplus provisions. 

Mr. McCatium. Yes. 

Mr. Ansperry. There are a number of other recommendations in 
that report, including the one on the question we have heard so much 
about, statutory tax-deductible loss reserves. 

Are you prepared to make any recommendations for legislation in 
that field, that is, in the field of Mr. Silverstein’s recommendations? 

Mr. McCatium. No, sir; not at the moment I am not. 

We think that these recommendations have merit. We have dis- 
cussed them with the Treasury Department. We will, undoubtedly, 
discuss others that have been mentioned here, including the one that 
you mentioned, in particular, the bad debt reserve, but at this time 
I am not in position to make any recommendations. 

I am in avin of tax relief for small business and everybody else 
if we can work it out, but the Treasury does have certain problems, 
and our views are only oneside of the coin here. 

Mr. Ansperry. That is right. 

Mr. McCatium. But, in view of these hearings and the interest 
expressed, particularly on this one point, we will discuss this further 
with the Treasury Department. 

Mr. Ansperry. Well, of course, another recent set of your regula- 
tions issued the week before last requires these companies to set up 
a reserve for bad debts. It does not, however, state the amount. 
In your uniform accounting system there is a space on the balance 
sheet for reserves. 
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Mr. Reap. There is a space where it could be done, but it is not 
compulsory. 

Mr. Ratston. It is merely an account, it is not a regulation require- 
ment. 

Mr. Ansperry. Well, I mean suggesting at least such a reserve as a 
proper reserve. 

Mr. Reap. Not necessarily. We put a place for bad debts, but this 
doesn’t require all SBIC’s to set up bad-debt reserves. 

Mr. Ansperry. The reserve account is naturally something which 
suggests to these people what should be put in the reserve account, and 
that is the problem that has been discussed so much here, and t just 
wondered if you were going to work out with the Treasury a recom- 
mendation to the Congress on the subject. 

Mr. McCatium. Well, the most I can say now is that we most cer- 
tainly will discuss the problem with the Treasury. 

Mr. Ansperry. At the beginning of your supplemental statement 
made today you discussed the question of publication of regulations in 
the Federal Register. 

Are all of your rules which have the force and effect of law now pub- 
lished in the Federal Register ? 

Mr. Ratsron. Well, maybe we could answer it this way: Certainly 
only the ones as to which we can hold the SBIC’s accountable are pub- 
lished. 

Mr. Ansperry. That is a matter of law that you cannot hold them 
accountable unless you publish them ? 

Mr. Rausron. That is right. 

Mr. McCatium. We think generally there are—there are some pres- 
ently being worked on that are not presently finalized; but they will 
be. But, in general, I would say that the answer to your question is, 
“Yes.’ 

Mr. Ansperry. But you have a regulation, an interior rule, with re- 
spect to the amount of interest which may be charged by small busi- 
ness investment companies ¢ 

Mr. Reap. We have a formula which is available to all proponents 
and of which your committee has a copy, defining the maximum cost 
of funds advanced to borrowers. 

Mr. Ansperry. That is in your letter of September 29 which you 
wrote to us? ? 

Mr. Reap. Yes, sir. Examples are given in that, as you know, of 
the serial loan, and a loan with a fixed maturity. 

Mr. Ansperry. Yes. 

Has there been any change in your operating rules since that letter 


of September 28 ? 


Mr. Reap. Could I get that question again, please ? 

(The question was read.) 

Mr. Ratston. Do you mean the method of computing; is that what 
you mean ¢ 

Mr. Reap. You mean on that subject ? 

Mr. Ansserry. I mean on that subject, has there been any change 
in the interior ruling ? 

Mr. Reap. No. There has been no change. 
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Mr. Ansperry. I have heard from some industry members that there 
is now a rule that 15 percent is the maximum interest rate which you 
will allow. Is that true? 

Mr. McCatium. No, this is not true. This is the total cost of money 
to the borrower. 

Mr. Ansperry. Well, all right. Is this a rule that 15 percent is the 
maximum ¢ 

Mr. McCatium. Yes, maximum total cost of money to a borrower. 

Mr. Ansperry. And that is not in the Register, is it ? 

Mr. Rauston. No. 

May I explain the way that comes about? The published regula- 
tion deals with interest. In other words, one of the first regulations, 
one of the initial regulations, stated that interest can be charged up to 
the maximum permitted by the State. 

If the State does not control the maximum, then they are supposed to 
submit with their proposal what they contemplate to be their maxi- 
mum, which will be approved or discussed with us as a part of their 
proposal. 

On the question of the cost of the money, we intend to pe in the 
application form this formula which we use in determining how much 
a small business concern is going to have to pay, not limited to interest, 
but total costs for the money that it gets. 

We do not have a regulation that says 14, 15 or any other percentage. 
We leave this to the proponent to suggest in the proposal as it is filed. 
For instance, we have quite a few proposals that do not even go close 
to 15 percent. 

Mr. Ansperry. Yes. In other words, the rule as outlined in your 
letter of September 28 is still the formula ? 

Mr. Ratsron. It is the formula. 

Mr. Ansperry. And that was put in the form of a regulation a couple 
of weeks ago? 

Mr. Rauston. It is the formula that is employed in evaluating the 
proposal. 

Mr. McCatitum. In evaluating the proposal. 

Mr. Ansperry. That became a part of the regulations, did it, this 
rule on cost of funds? 

Mr. Ratston. No,sir. That has not been published as a regulation. 
It is still used as a formula by examiners in considering the plans and 
policies of a proposed operator. 

Mr. Ansperry. But you do, in fact, have a rule that it cannot ex- 
ceed—the total cost of the funds cannot exceed 15 percent per annum? 

Mr. Rauston. Yes, that is right. You mean that we would not 
license if they were going to charge in excess of this; is that what you 
mean ? 

Mr. Ansperry. Yes. Don’t you think that such a rule is of general 
legal effect ? 

Mr. McCatium. Pardon? Idid not hear that. 

a Awnsperry. I say, don’t you think such a rule is of general legal 
effect ! 

Mr. Ratston. Of legal effect on them today ? 

Mr. Ansperry. Yes. 

Mr. Ratston. In this respect, we gave consideration to publishing a 
regulation that would set a maximum. Up until this time we did not 
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think this was desirable because that would practically establish what 
everyone would do. 

Mr. Sruuts. Is it not true that anyone who does enough searching 
around, finds it out anyway ; isn’t that true? 

Mr. Ratston. There is no question about that. 

Mr. Srutts. So all you are doing is making it more difficult for them 
to find out what you are going to let them do? 

Mr. McCatium. The investment company ? 

Mr. Srutts. Yes. 

Mr. McCatium. No, they know that—they can set their own for- 
mula, but it cannot exceed this figure. 

Mr. Srutts. I know, but you do not tell them anywhere what that 
figure is. Where officially do they learn that the maximum cost of 
money is 15 percent ? 

Mr. McCattum. They learn in the discussions with our people in 
the regional offices when they are getting up their proposals. 

Mr. Srutrs. Or if they happen to read a letter that you wrote to 
me. But I mean why shouldn’t it be somewhere else ? 

Mr. McCatium. Well, I think, Mr. Stults, what you are asking me 
to do is to publish this as a regulation; is that correct? You feel it 
should be—— 

Mr. Sruurs. I want to say that Mr. Ansberry’s line of questioning 
here is designed to bring out the fact that it is apparently pretty diffi- 
cult for some prospective licensees to find out exactly under what. 
ground rules you are operating. 

Mr. McCativom. I do not believe this is so. I believe that in con- 
sultation with us in our regional offices, if they have a formula which 
exceeds this amount, they are told, and they are told what the formula 
is. 
Mr. Struurs. But the man from Cedar Rapids has to go into Chicago 
or Kansas City to find that out. 

Mr. McCatuum. Well, he has to go into Chicago anyway to put his 
proposal together, because we feel we should assist him in this way. 

r. Ansperry. Mr. Administrator 

Mr. McCatium. I think, Mr. Ansberry, that we have considered 
the question of publishing this as a regulation, and I think we will. 

Mr. Ansperry. Mr. Administrator, the Administrative Procedure 
Act, title V, United States Code, section 1002(a) provides: 

Every agency shall separately state and currently publish in the Federal 
Register * * * (3) substantive rules adopted as authorized by law and state- 
ments of general policy or interpretations formulated and adopted by the 
agency for the guidance of the public, but not rules addressed to and served 
upon named persons in accordance with law. 

In view of that statutory mandate, don’t you feel that these rules 
which are, in fact, going to be found out in your office, in your re- 
gional office, ought to be published in the Federal Register so that a 
lawyer in Cedar Rapids can consult the Federal Register and know 
about it ? 

Mr. McCatium. We are aware of the problem, Mr. Ansberry ; but if 
we had waited to publish every single rule in the development of this 
program, we would have been 6 or 8 months behind where we are 
now. 

I recognize the requirements of the act; where we are required to 
comply with them, we will. 
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Mr. Ansperry. Well, in this letter to Mr. Stults, there were 14 
individual rules outlined. How many of those, Mr. Ralston, have 
now become the subject of regulations ? 

Mr. Ratsron. May I get the copy ? 

Mr. Stuurs. This, if I might interject, is not just for the purpose 
of being picayune or trying "to throw a legal curve ball at you, Mr, 
McCallum. Many of the witnesses have told us how difficult it is 
for them to get answers to what they feel are rather simple questions, 
and that they go to Chicago; and Chicago sends it back to Washing- 
ton, and Washington says, “Well, our operating rule is such and 
such,” and it finally gets back to Chicago. 

It occurs to us that, perhaps, you would be man-hours ahead, if 
you let people know w hat was going on rather than have every indi- 
vidual application or prospective licensee go back and forth over the 
wire on it. 

Mr. McCauuium. I agree with you. But of what sometimes are 
said to be simple answers, we do not know these answers ourselves, 
It sometimes takes a little time to develop the answer in view of the 
objectives of the legislation and the interpretation of our regulations. 
We have done the very best we could to get prompt answers to 
people. 

If some of them have been delayed, I have no better answer than 
to say in many cases we just did not know the answer ourselves 
without some careful research and study. 

Mr. Sruurs. Do you have that answer, Mr. Ralston? 

Mr. Raxsron. The specific number, Mr. Ansberry, is eight. We 
indicated how the others were handled. I told you eight, ‘did I! 

Mr. Ansperry. Yes. 

Mr. Ratsron. For instance, we had a question raised, as we indi- 
cated to you, as to whether or not State development companies can 
own securities of SBIC’s and form wholly owned subsidiaries that 
are SBIC’s. 

This was an internal inquiry. In other words, when you asked 
us for this letter we gave you every ruling that we could think of. 
This was a question never raised by anyone, and we, of course, think 
the act is rather clear on this point. 

So it is not our intention to regulate this. We have never had 
another inquiry on this, other than in our own organization inter- 
nally. That is why we had not planned at this time to publish a 
regulation on that, in line with the idea of not publishing futile or 
unnecessary regulations. The same thing as to the inquiry on a 
Federal charter. We have had one inquiry on that, and 

Mr. Ansperry. Now, as to the eight which were published, when 
were those published? Within the last 3 weeks, were they not ? 

Mr. Raxsron. Yes, sir. As a matter of fact, within the past week. 

Mr. Ansperry. Mr. McCallum, do you feel that these rulings, 
taken as a whole, both the regulations and unpublished internal rules, 
have been as favorable as possible to the SBIC’s and small business 
as they could be, consistent with your responsibilities? 

Mr. McCautium. Yes, I do. I have mentioned several times here, 
that one of the difficulties in working out the regulations and operat- 
ing under this statute is to reconcile the oftentimes diverse or con- 
flicting interests that must be served in the program. We have tried 
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to be as reasonable and as fair to all parties concerned as we possibly 
could. 

Mr. Ansperry. I would like to go into a few of those regulations 
with you, if I may. 

One is the regulation which prohibits the collateralizing of con- 
yertible debentures. In that regard you recently published what is 
stated to be an interpretation of the law, I believe, rather than a 
ruling ¢ 

Mr. McCauuium. Yes, sir. 

Mr. Ansperry. And in that regulation you state that it is commonly 
understood that debentures must be unsecured. Now, I recentl 
looked that up in Webster’s International Dictionary and Bouvier’s 
Law Dictionary. Both are standard works of reference, and the op- 
posite is said. They may or may not be secured, and, if it is a fact 
that they usually are secured, it means that they certainly are more 
than a promissory note. 

Would you care to comment on that ? 

Mr. McCatuum. Did you ask me a question ? 

Mr. Ansperry. The question is, Do you care to comment on the 
decision that you made that the definition of “debenture” implies the 
absence of security in the face of these two standard works of 
reference ? 

Mr. McCatium. Well, you have indicated that they may or may not 
be secured. You have heard some testimony here that they are often 
taken without security and, as I read the statute, it seemed to me that 
it was the intent of Congress under section 304 that these debentures 
not be secured. We so interpreted the statute. 

Mr. Sruuts. The statute says nothing about security or lack of 
security. All it says is convertible debenture. 

Mr. McCatuivum. In our opinion, the legislative history, however, 
made it clear to us that security was not called for under section 304. 
It provides a method whereby the small business investment company 
can become the sole creditor. 

Section 305 relates to loans to both—these are secured loans—to 
both incorporated and unincorporated businesses, which indicated to 
us that secured loans—the secured route was under section 305, and 
the unsecured route was under section 304. This 304 is the equity 
section. 

Mr. Ansperry. Of course, that is so. 

At the same time, convertible debentures, by their very nature, are 
partly equity and partly debt. This is discussed extensively in Sil- 
verstein’s tax letter, and there has been a great deal of litigation on 
the subject of what a debenture is. 

But, at any rate, it would have been, in the opinion of the industry, 
apparently more favorable had you not so interpreted the act. 

Mr. McCatuum. I do not know, sir, that this is necessarily so. We 
heard testimony from Mr. Lanes which indicated that, in his opinion, 
it was better not to, that this opened up opportunities for bank lines 
which might otherwise not be available. 

Mr. Ansperry. It is certainly true in some instances that it might 
be better if the SBIC’s could take common stock, as provided under 
the Proxmire bill. 

Mr. McCatium. Well, all I can say—— 
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Mr. Ansperry. At any rate, we have here answers from substan- 
tially all of the licensees now, and I would say there is an overwhelm- 
ing majority of the opposite view. 

Mr. McCatium. I realize, sir, that this may be so. But in our 
review of the legislative history on the statute, we concluded that it 
was the intent of Congress that convertible debentures taken under 
section 304 not be secured. 

Mr. Ansperry. I see. 

Turning now to the question of stock options, your original rule, as 
expressed in your letter of September 28, prohibited them, and last 
week you changed your mind and published a regulation which per- 
mits chet to the extent that the Investment Company Act will allow it, 

What caused you to change your mind ? 

Mr. McCauxum. I think this was a matter of getting experience 
under the act. 

As we work with this program and as we continue to work with it, 
I am sure we will find other areas in which we will make some changes, 
This, I believe, was pointed out to us as being a problem of small 
business investment companies who did wish to keep and hold per- 
sonnel, and might not be able to offer them all the compensation that 
the manager or individual felt he was entitled to. We agreed with 
him. We, therefore, changed our mind. 

Mr. Ansperry. With respect to the interpretation recently pub- 
lished in the matter of one class of stock and the matter of preferred 
stock, this is stated not as a rulemaking, but as an interpretation of 
the statute. As I understand the regulation, it requires that licensees 
have only one class of common stock. About this matter, as I read 
the statute, there is no reference to that. 

Mr. McCatium. The only thing that—— 

Mr. Ansserry (continuing). Therefore, I do not question your right 
to do it, but I suggest that you should have done it as a rulemaking 
function. 

Mr. McCatium. Well, I am glad to have your suggestion. 

Mr. Ansperry. Because, of course, that relates to the stock option 
question. I know there have been several people who have consid- 
ered forming SBIC’s and have decided in the negative, and did so 
because they could not take advantage of having a control position in 
a voting and nonvoting class of stock. It is a rather important part 
of the proposition, is it not? 

You feel that this was a proper interpretation of the language of the 
statute, which is, I believe, that the capital of a small business invest- 
ment company shall be $300,000 minimum ? 

Mr. Reap. Yes. 

In granting the right to issue options, we have specifically stated 
that options may not be given, or rather that the original capital of, 
any small business investment company must be represented by cash 
and not by other considerations, by any consideration other than cash. 

Mr. Ansperry. Yes. On the other hand, I am addressing myself 
to the question of whether the act prohibits a company from getting 
that $300,000 in cash from several classes of common stock which 
might have different voting rights. Your regulation now states that 
the act prohibits that, and I am asking what the basis of that regula- 
tion is. 
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Mr. Rauston. I do not think, Mr. Ansberry, they say that. I think 
all our interpretation said was that capitalization had to be fair and 
reasonable. I think that is all it says. 

Mr. Ansperry. And consist of one class of common stock, I believe. 

Mr. Reap. No. 

Mr. Ratston. Without consent. It does not prohibit it. 

Mr. Ansperry. Without consent. You reserve the right to—— 

Mr. Ratston. Yes, sir; pass on it. 

Mr. McCatium. We had one other problem there, Mr. Ansberry ; 
namely, the statute personally, you know, gives the right of the small 
business to purchase 2 to 5 percent of the stock. 

Mr. Ansperry. Yes; and one of the witnesses in his written state- 
ment has said that he proposed to have two classes of stock, one voting, 
which would be the original $300,000, and the other nonvoting, which 
would have otherwise equal rights, which would be sold to these bor- 
rowers, and that he was denied that permission to proceed on that 
basis. 

Mr. Reap. Our position was that there could not be two classes of 
common stock, one voting and one nonvoting. 

Mr. Ansperry. What is the basis of that position? That is my 
question. 

Mr. Reap. Well, common, decent protection of the investor. 

Mr. McCatium. And the smal] business concern. 

Mr. Ansperry. I am not addressing myself so much to the merits 
of your ruling as I am to the question of whether this was not legis- 
lative rulemaking under a delegation from the Congress rather than 
an interpretation of the statute, which does not mention common stock. 

Mr. McCatium. Well, sir, the only thing I can say is that we con- 
sider it to be an interpretation of the statute. 

Mr. Ansperry. You have also a set of regulations relating to the 
asset coverage required for preferred stock, which is also stated to be 
an interpretation. Do you feel that is a fair interpretation ? 

Mr. Reap. You are not questioning the merits of the coverage? 

Mr. Ansperry. I am saying that it appears to me offhand that this 
should have been done by legislative rulemaking with notice to inter- 
ested parties for 30 days to come in and express their views, rather 
than as a purported interpretation of the statute which appears to 
me to be silent on the subject. 

Mr. McCatium. Well, Mr. Ansberry, the only thing I can say is 
this is your interpretation. We had a different one, but we will be 
glad to review it in the light of what you suggest here. 

Mr. Ansperry. Another problem which I would like to take up on 
the substantive side as well is the issue we have heard many of the 
witnesses raise about the rights of partial call, call in multiples of 
thousands of dollars convertible debentures, which the SBIC’s have 
purchased. 

A lot of them feel that would be nibbling at their investment posi- 
tion. While they might be willing to own 25 percent of the company, 
they might not be willing to own 5, and they might not like to have 
a partial call. On the substantive question, Mr. Read, do you feel 
that is a legitimate complaint by the SBIC’s? 


Mr. Reap. I do not get your question. 
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Mr. Ansperry. SBIC’s do not want partial calls of convertible 
debentures; either call all or call none is the position of several of 
the witnesses. Is this a legitimate complaint ? 

Mr. Rarston. Well, it was felt this would be fair to the small busi- 
ness concern, and it was intended, for instance, if, say, a $100,000 
convertible debenture was purchased 

Mr. Sruurs. Excuse me; could you speak up just a little bit? 

Mr. Ratsron. Well, rather than requiring that a full call be 
made—and this would be the only way in which the small business 
concern could ever reduce its convertible debenture—we felt. that it 
was the intention of Congress, that they should be given an oppor- 
tunity to make partial calls in reasonable amounts of their convertible 
debenture. 

This was to give the small business concern reasonable considera- 
tion, as we thought Congress intended under this section. 

Mr. Ansperry. Of course, the small business itself is free not to 
accept the loan from the small business investment company ; they 
are free to negotiate on that score as well as any other. 

Mr. Ratsron. That is right. 

Mr. Ansperry. Except such as are prohibited by statute or by the 
regulations. 

Don’t you feel this is an area that might be left to the flexibility 
of negotiation by the small businessman with the SBIC? 

Mr. Ratston. We did not think that this affected the flexibility of 
their negotiation other than, of course, to prevent requiring a full call. 

Mr. Ansperry. Mr. McCallum, turning now to one of the questions, 
aside from regulations, turning to the question of the substantive sue- 
cess of the program, do you have any views on how many small business 
investment companies it would be desirable to have on a nationwide 
basis, or what their total capitalization ought to be for an ideal 
program ? 

Mr. McCativum. No, sir; Ido not. I do not know how many con- 
panies there should be ultimately, nor do I know what the desirable 
level of capitalization could be. 

I know, taking the first question first, that there has been some 
discussion that there would be, or should be many more of these com- 
panies presently in operation. 

Now, when you get into the legislative history, Congress did not 
indicate how many, but they said that there would be a relatively 
small number of investment companies, which would gradually de- 
velop, and the growth of the program would be a gradual process. 
Certainly the number we have now is not all that would be required. 

As far as the capitalization is concerned, I think that a minimum 
company does have opportunities under this program. Take in a 
very smal] community where there are, perhaps, five or six industries 
in the community, the prominent citizens, who would organize a $300,- 
000 company, would know these companies pretty well, their overhead 
would be much less than in some other situations, and it is entirely 
possible that a minimum company would perform and will perform 
a real service. 

Now, you can graduate up from this in varying amounts. 

Mr. Ansperry. You have not formed an opinion as to what the 
minimum economic size of any particular type of company is? 
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Mr. McCatuivm. Sir, I have not. In each case we ask the companies 
to project their expansion plans, and they do this. 

Under some circumstances, we recognize that the $300,000 might 
not be enough. But I would not say that it would not be in all cases. 

Mr. Ansperry. I have a related question. When I spoke of the 
total of capitalization, I meant adding them all together. The figure 
now stands at around $40 million, I believe—total capitalization of all 
SBIC’s on a nationwide basis. 

What I mean is, do you think it would be desirable that that figure 
should eventually be $200 million, $100 million, or $500 million ? 

Mr. McCauium. I have no comment to make on that, sir. 

Mr. Ansperry. With respect to the questions which we asked of 
the various witnesses, I believe you have already discussed the bad 
debt reserve, and you state you are going to confer with the Treasury 
on that point / 

Mr. McCativum. Yes, sir. 

Mr. Ansperry. Now, with respect to participation in regular sec- 
tion 7 SBA loans by SBIC’s; are you still convinced that that is unde- 
sirable if not permitted by law ? 

Mr. McCatium, Yes, sir. Our understanding of this statute is 
that it was not to take the place of any other existing program. These 
companies were to operate in the area of equity capital and long-term 
loan funds. 

In the committee reports it was indicated, I think the statement 
went something like this, that banks ordinarily make what are con- 
sidered to be short-term loans. SBA makes intermediate-term loans, 
and these companies are to make long-term and equity capital avail- 
able to small business concerns. 

Now again, sections 302 and 303 spell out the assistance which SBA 
is to provide these companies under the Small Business Investment 
Act, namely, through the purchase of subordinated debentures under 
section 302, and the making of loans under section 303. 

Furthermore, the Congress said that in this program SBA will not 
be dealing directly with the small business concerns. Participation 
would mean that we would necessarily be dealing with the small busi- 
ness concern, and we might even set the terms, as we do under our 
regular business loans. 

Mr. Ansperry. That takes care of the question whether such par- 
ticipation is, in your opinion, permitted by the present law. 

The next question is: Should it be permitted by the present law? 

Mr. Srvtts. Let me break in right there, please. Does section 7 
say that you can make loans in participation with financial institu- 
tions, banks and other financial institutions ? 

Mr. McCativo. Yes, sir. 

Mr. Sruvrs. Is an investment company a financial institution? If 
not, what is it ? 

Mr. McCaticm, Yes; section 7 does say what you said it says, and 
these investment companies are financial institutions. This act was 
passed, however, after the Small Business Act was passed, and this is 
not an intermediate-term loan program. It is a long-term loan, and 
an equity capital program. 

Mr. Srvuirs. Mr. McCallum, you have, however, assured the com- 
mittee that you would work out in cooperation with SBIC’s, certain 
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contingent approvals of loans to specific small business firms; is that 
correct ¢ 

Mr. McCatium. We have. We will make a direct loan to a small 
business concern, and if the SBIC wishes to provide equity funds, it 
can be done. 

Mr. Srutrs. As I understand it, the reason why a small business 
investment company is interested in participation is that this is a 
good way in which he can help cover his overhead. You pay the 
participating financial institutions a percentage of the fee for servic- 
ing a loan; is that correct ? 

Mr. McCatium. Well, we do with banks on deferred participation 
loans, where they make the whole loan. We do not on our immediate 
participation loans. 

Mr. reams, On immediate participation, the bank gets no fee from 
you for servicing, whatever ? 

Mr. McCatium. Except only in the case of receivables and inven- 
tory loans where the cost of servicing is high; but in an ordinary 
loan, no. 

Mr. Sruurs. In an ordinary loan no bank gets a fee from the SBA; 
is that correct ? 

Mr. McCatitum. Wait a minute, I beg your pardon. Mr. Hanna? 
has just corrected me. As I understand it, in an immediate partici- 
pation loan, banks are permitted to deduct one-half of 1 percent on 
an annual basis for servicing the loan. 

Mr. Sruurs. Right. Now, do you not see the reason why, without 
changing in any way the purpose of an SBIC, that it could help 
service loans over periods, and help cover its overhead costs? There 
is a large period of overlap; you can make loans under section 7 up 
to 10 years, SBIC’s can make them as low as 5 years, so that there is 
a possibility for an SBIC to receive a fee for servicing a portion of a 
loan which you have advanced. Is that not correct? 

Mr. McCatium. This, as you say it, is correct. But I do not read 
the Small Business Investment Act as in any way indicating that SBA 
will provide loans to small business concerns through small business 
investment companies. 

In fact, the act says that we will not deal directly with the small 
business concerns; that investment companies are not to serve merely 
as intermediaries for the disbursal of Government funds. 

Now, there is an overlap so far as terms are concerned and, frankly, 
we set the term of the loans which an SBIC makes at 5 years because 
we felt if it were set at 10 years, that this would be a considerable deter- 
rent to the investment company. 

Now, this overlap is what creates the confusion. But the objective 
of the Small Business Investment Act is for long-term-loan funds 
and equity capital to small business concerns, and the manner in 
which SBA assists these companies is through two routes: The pur- 
chase of subordinated debentures under section 302; and the making of 
loans under 303. 

Mr. Sruuts. Does the law allow you, under the Investment Act, to 
enter into a contingent agreement with a small business firm and a 
small business investment company ? 


1 Keith L. Hanna, Controller, SBA. 





oo ree oF em 


—_e 


eS = — = rH 


be | « 0«<—4 OTE 


ie a eS ete ome 


—e 


—> 





ive 


ds 


a 


SMALL BUSINESS INVESTMENT ACT—1960 245 


Mr. McCatium. Well, I do not quite understand your question, but 
if what you are asking me is this: If we had a small business borrower 
to whom we were willing to make a loan, and an investment com- 
pany were willing to provide that same concern with equity funds, the 
answer is: yes, we would do it. 

Mr. Srutts. Does the law say you may do that? Do you read that 
into the act ? 

Mr. McCatium. Well, the Small Business Act, gives us the right 
to make a loan to a small-business concern. The Small Business 
Investment Act gives the investment company the opportunity to 
invest in small business concerns. 

Mr. Struts. If you just happen to be on the front stoop at the 
same time, that is a good break. My point is this: I think it is com- 
mendable that the Small Business Administration has over the years 
been willing to pioneer and develop new ways to help small busi- 
nesses. Many of these things, I think, were never spelled out in any 
of your enabling legislation. 

I seem to detect, in the case of the Small Business Investment Act, 
some sort of idea that if the act does not specifically say that this is 
what Small Business Administration must do, Small Business Ad- 
ministration, therefore, cannot do it, it is precluded from doing it. 
I think this is one of the fears that many of the witnesses have, which 
is behind much of the criticism of the administration of the act. 

Mr. McCatium. Well, Mr. Stults, let me say that we are trying 
to do everything we can to assist small business concerns within: the 
framework of both our own statute and the Small Business Invest- 
ment Act. 

Now, we—— 

Mr. Strutts. If you could find a way to get 200 or 300 more SBIC’s 
set up, a way to get $100 million extra capital in SBIC’s, don’t you 
think this might help small business ? 

Mr. McCatium. Surely, if you got that much capital in there; 
sure. 

Mr. Srutts. If, then, they could be a financial institution within 
the meaning of the act, is that not worth considering, and not reject- 
ing it out of hand because the act does not say specifically you can 
do it ? 

Mr. McCatium. Well, you have to keep in mind, and I am sure you 
have in mind, what the Congress intended in the way of this program. 
If we had set this term at 10 years, then what would you say? It 
seems to me that this is—a 10-year term would have been a long-term 
loan, a minimum term. 

Now, the confusion arises here, I feel certain, because of the overlap 
in the minimum term we fixed, but we had to try to balance out in- 
ducing these companies into this field, and necessarily there was going 
to be some overlap. 

Now, we are willing to make loans to small business concerns. And 
if the investment company can come in in some manner, this is fine 
with us. 

Mr. Ansperry. Mr. McCallum, disregarding what the two acts 
may or may not provide on the subject of participation, are you pre- 
pared to make a recommendation as to what the law should be on 
this point ? 
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Mr. McCatium. On this question ? 

Mr. Ansperry. Yes. 

Mr. McCauium. I think it is all right just as it is, in the light of 
what I conceive to be the intent of Congress in enacting the Small 
Business Investment Act. 

Mr. Ansperry. I say, do you think Congress ought to change its 
mind on the subject ? : 

Mr. McCativm. Well, that is certainly up to the Congress. They 
can, if the Congress feels that this is a part of an equity capital and 
long-term program; why, all right. I donot think so. 

Mr. Ansperry. I see. 

Passing now to the next question that we asked the witnesses, you 
are in favor of the permission to SBIC’s to make any form of equity 
investment, are you not ? i 

Mr. McCatium. Yes, sir. 

Mr. Ansperry. That is in the Proxmire bill. 

Mr. McCativum. Yes, sir. 

Mr. Ansperry. Does that include permission to SBIC’s to make 
convertible loans backed by collateral ? 

Mr. McCa.uum. I do not know that I am prepared to comment 
on that at this moment. 

Mr. Awnspserry. Well, do you think that it should include that 
right ¢ 

Mr. McCatium. Well, my concern, Mr. Ansberry, is that this may 
defeat the equity feature of the act. Without studying it further, I 
would not want to say positively. 

Mr. Ansperry. Passing on to the question of leverage under section 
303: Do you believe that that leverage should be increased or do you 
believe the gap between what you get with $150,000 compared with 
what you could get with $600,000 should be altered? Now you actu- 
ally get $300,000 of SBA money with $150,000 and you can also get 
the same amount with $600,000. 

Mr. McCatium. You are asking me whether I think that the 50 
percent statutory rule should be raised ? 

Mr. Ansperry. Or whether, perhaps, as was the suggestion of 
another witness, that the limit on the subordinated debentures be 
raised to a matching dollar for dollar up to, say, $1 million? In 
other words, should leverage be increased ? 

Mr. McCauxtum. There has been a considerable amount of testi- 
mony on this, and I would want to study this in some detail before I 
made a statement on this. 

I know that many of these witnesses who have testified are im- 
patient. They want to get things on the road, and do it as quickly 
as they can. But now this program has only been in operation for 
a little over a year. The companies which have operated, and I think 
this is one of the critical tests, are putting out money into small- 
business concerns. We have heard testimony on that, that the money 
is getting out to small-business concerns, which is the objective of 
this legislation. The purpose of this statute was to stimulate and 
supplement the flow of private funds into this program, 

Now we have heard testimony that these companies are going to 
the public, and they are getting funds with which to conduct their 
operations. There are statements in the history that say that the 
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major portion of the funds with which these companies will back 
their investments will be private funds. 

I do not know at what point, if above the present limit, any consid- 
eration should be given to increasing the 303 requirement. But, when 
you begin to get up in some of the figures that I have heard where 
you have four times Government money for one of private capital, 
this seems to me to be somewhat inimical to the stated purpose of 
this legislation, which is to stimulate and supplement the flow of 
private equity capital, especially when we have seen that this is being 
done and done quite well in many cases here. 

Mr. Ansperry. But many of the witnesses have testified that they 
were approaching the limits of their present capitalization, plus what 
they were able to borrow under 303. 

Mr. McCatium. Mr. Ansberry, there is nothing sinful about lever- 
age. But I think that this act intended that the leverage come from 
private sources, and I think, when these companies demonstrate their 
ability to make good investments and build a good portfolio, that pri- 
vate sources will come up with the money in this program. 

Mr. Ansperry. I believe that, too, Mr. Administrator. But in the 
meantime the testimony is that the banks and other lending institu- 
tions will not make loans to small business investment companies 1n 
volume. Under those circumstances, don’t vou think that the Govern- 
ment should encourage these companies by at least doing as much for 
4 man who puts in $1 million as you do for a man who puts in 
$150,000 2 

Mr. McCatium. I beg your pardon, but would you read that ques- 
tion to me, please / 

(The question was read.) 

Mr. McCatium. Well 

Mr. Ansperry. I mean a man who puts in $150,000 has a 2-to-1 
leverage with his subordinated debenture and section 303 loan. A man 
who puts in $1 million has a leverage of 50 cents for each $1 instead 
of $2 for his $1. 

Mr. McCautivum. Is your question—— 

Mr. Ansperry. Is there any merit in that portion of the question ? 

Mr. Sruurs. Do you think the law should be changed to provide 
as much leverage for the big companies as now exists for the mini- 
mum companies ¢ 

Mr. McCartuum. I would really like to answer it, but this whole 
leverage question has been discussed here at some length, and without 
giving this matter complete study I would not like to comment on it 
at this point. 

Mr. Ansperry. I have nothing further. 

The Cuarrman. Anything further? Senator Cooper, do you have 
any questions ? 

Senator Cooper. I have missed a great part of the testimony. I 
would just like to ask you a very general question. Considering the 
act itself, do you think that your interpretation of the act was the 
proper one in the guidelines or within the language of the act itself? 
Do you think that in your interpretation you have done all that was 
possible to carry out the purposes of the act ? 

Mr. McCatium. Yes, sir; we did. 
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Senator Cooper. You are not foreclosing the possibility of any 
changes ? 

Mr. McCatuvm. Certainly not. Oh, no. I do not say this is the 
end of the road, by any means. I mean this is a continually develop. 
ing program, and I am sure, as we gain experience, and the companies 
themselves gain experience and have their problems, that we are going 
to have to review our regulations and the statute itself. 

Senator Cooper. I remember when the Small Business Act itself 
was passed, for quite awhile there was criticism of the Administration, 
there was criticism of the small number of loans that were made 
available. Now, it has made quite a volume of loans available. Do 
you foresee having this progression of growth in relation to the 
Investment Act ? 

Mr. McCatium. Well, Senator, these are two different programs, 

Senator Cooper. Yes. 

Mr. McCauium. One is a loan program under the Small Business 
Act, and the other is an equity capital and long-term-loan statute. 

Senator Cooper. I am aware of that. 

Mr. McCatium. But I think that there certainly will be continual 
progress under the Small Business Investment Act. 

There will be more companies formed, and small business will re- 
ceive the assistance through this statute that it was intended to receive 
by the Congress. 

Senator Coorrer. The State of Rhode Island is the only State which 
has a loan for its business development company ; isn’t that correct? 

Mr. McCatium. Yes. 

Senator Cooper. I notice that one of the directors and members of 
the executive committee of the Rhode Island company is present and 
has made rather comprehensive recommendations. 

Have you had time to study those recommendations ? 

Mr. McCatxum. No, sir. I did not see it, Senator, until this morn- 
ing, and, as I indicated, some of the proposals in there, I thought, had 
merit and ought to be studied ; and we will doit. 

Senator Cooper. Allright. That is all. 

Mr. McCatium. I would just like to say, Senator Sparkman, Sena- 
tor Cooper, Mr. Stults, and Mr. Ansberry, that we have not been 
dragging our feet in this program. 

We have tried our very best to put together a program in the light 
of the statute which will carry out the intent of the Congress and do 
what this statute intends for small business. 

I would be the last to say that there are not some improvements in 
the regulations that can be made or, perhaps, in the statute itself. 
But we are not unenthusiastic in any way about this program. We 
think it is a good one. 

Mr. Purnam. Mr. McCallum, you agreed to publish a rule as to 
maximum interest rates. Do you understand the 1958 statute to re- 
quire such a general rule or to reserve to you the right to approve in 
each instance ? 

Mr. McCatuivum. I think on the question of the interest rates that 
that should be published. 

The Cuarrman. You think it should be published? 

Mr. McCatium. Yes. 
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The CuHarrman. Well, I heard Mr. Stults ask you a question a while 
ago about publishing the regulation on a maximum interest rate of 15 
percent. I would just like to say this: I would dislike very much to 
see a regulation published that indicated that the Small Business Ad- 
ministration approved of a maximum rate of 15 percent. 

I do not know whether you were just pulling the figure out of the 
air or whether you had such a figure that you agreed on, or what. 
But it seems to me it would have a terribly bad psychological effect 
ifsuch a thing were published. 

Mr. McCauium. Senator, may I just say one thing: I want Mr. Read 
to go into this a little bit so he can tell you how we arrived at this, and 
also this is not a 15-percent, simple interest rate. It isthe cost of funds 
advanced to the borrower, which includes interest, appraisal, discount, 
and other things. 

The CyHartrmMan. Of course, one of the greatest reasons that 

rompted the enactment of this measure was that, typically, small 
usiness was not able to go into the securities market because of the 
high cost of money. 
do not see how a typical small business in this country can live if 
it has to run on borrowed money at 15-percent interest or 15-percent 
cost, whatever that cost is. 

I was not going to say anything about this, but somehow or other, 
I simply protest against a charge of credit that will run anything 
like that to the average small business that must depend upon credit to 
stay alive. 

Mr. Reap. Could I put this in the record, Senator, a statement as to 
how we arrived at any such ceiling for the cost of funds? 

The Cuarmman. Yes; I wish you would consider putting into the 
record a study as to how that may be brought down, way down. 

Mr. Reap. Yes, sir. 

(The information was subsequently received, and follows:) 


SMALL Business ADMINISTRATION, 
OFFICE OF THE ADMINISTRATOR, 
Washington, D.C., March 7, 1960. 
Hon. JoHnN J. SPARKMAN, 
Chairman, Select Committee on Small Business, 
U.S. Senate, Washington, D.C. 


DEAR SENATOR SPARKMAN: During the course of the hearings held by the 
Subcommittee on Financing on the Small Business Investment Act, you sug- 
gested that I submit for the record a memorandum commenting on certain 
proposals made by the Rhode Island Development Co. for changes in our pro- 
cedures under section 501 of the Investment Act. Because some of these recom- 
mendations involve rather extensive revisions in the Small Business Administra- 
tion’s authority to make loans to State development companies, I thought that 
it would be desirable to discuss and clarify these proposals with the officials of 
the Rhode Island Development Co. Accordingly, I have set up a meeting for this 
purpose to be held March 15, 1960. With your permission, I would like to 
defer commenting on these proposals until after the meeting. 

I have reviewed the record of the hearing. I think that an amplification of 
our testimony on leverage and the cost of financing might be useful to your 
committee. 

As you know, suggestions have been made that SBA must increase its financial 
assistance to investment companies. Particular emphasis, as I understand it, 
has been placed on increased 303 loans. The need for additional leverage is 
cited, with estimates as to the necessary leverage ranging up to 10 to 1. 

The question of total leverage and leverage from Government funds, of course, 
has been under review by SBA from the beginning of the program. I certainly 
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recognize the desirability of adequate leverage. However, I must point out 
that the investment program to date has been characterized by the participation 
of a large proportion of private funds. This is a very encouraging development, 
It indicates that SBA is performing satisfactorily that portion of its mission 
which is “to insure the maximum participation of private financing sources” 
in the equity program. 

I was impressed with testimony such as that given by representatives of the 
Greater Industrial Washington Investments, Inc. They pointed out that when 
this company made its initial offering to the public the primary problem of the 
company was not selling its stock but rather apportioning it to customers. 

Obviously, financial assistance from SBA has an important place in the in- 
vestment program. . But it should be obvious also that the program should be 
operated on a basis which would encourage investment companies to borrow 
from private sources in preference to borrowing from SBA. The leverage ob- 
tained from private sources is as effective as leverage obtained from the 
Government. 

Concern for additional leverage may be premature. Certainly few invest- 
ment companies have exhausted their original funds, much less other funds 
readily available to them. Setting up a program to supply leverage through 
Jovernment funds beyond the limits now authorized is even more premature, 

Proposals submitted by investment companies are required to contain the ex- 
pansion plans of these potential licensees. The following summary is presented 
to show how licensees expected to expand their companies. The totals are for 
71 licensees, 45 of which had obtained part of their capital under section 302. 
Plans often included expansion by more than one means. The means to be em- 
ployed were stated as follows: 


aaaes ap eee ens en Oh Se eee Ne 56 
Plans to borrow from banks and other public lending institutions___--_~-_ 31 
I a eel ee nsite well jer ce 10 
Plans to borrow from SBA under sec. 303 (b) ---------------------~_- acceke 29 


The foregoing statistics indicate that leverage from the Government under 
section 303 was looked for by a minority of the licensees. 

I indicated in my testimony that in the course of performing its statutory 
duty to encourage the formation of investment companies, SBA has become in- 
creasingly aware of the importance to most investment companies of generating 
current and continuous profits from their routine operations exclusive of profits 
which may be realized from conversion rights. This point has been reiterated 
by many of the witnesses who have testified on the investment program. The 
need for current income raises the collateral question of what, if any, should 
be the maximum cost limitation on funds advanced by the investment com- 
pany to their small-business customers. 

In considering this problem we are concerned not only with interest rates 
but also with all the other elements which go to make up the costs to small 
concerns of the financing received from investment companies. While, as I 
have said, we recognize the investment company’s need for current income, 
we also have recognized the needs of their small-business customers and the 
desirability of protecting these customers from excessive charges. To date we 
have not established any limitations on interest rates per se. However, we 
have carefully examined all proposals and when it appears that the charges 
set out in any proposal in the aggregate are excessive, we have refused to li 
cense this investment company without a downward adjustment in these pro- 
posed charges. 

Establishing fair charges is a complex problem. We do not like high costs 
but we recognize that costs are competitive and that costs today are high. We 
are faced also with the fact that to establish arbitrarily an unreasonably low 
rate can, in effect, curtail or even terminate the investment program. 

As a starting point we have refused to license a company if its proposed 
charges, including interest, discount, and all other charges such as fees for ex- 
amination, processing, closing, title search, survey, appraisal, and the like ex- 
ceed 15 percent per annum of the average outstanding balance of the net funds 
advanced to the company unless a lower charge is required by the law of the 
State in which the investment company is operating. 

I do not wish this 15-percent figure to be misconstrued. This is not a maximum 
interest rate, rather it is a ceiling on the cost of borrowing regardless of whether 
this cost appears as interest or discount or any other charges. 
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In response to your request, made at the close of the hearing, I have directed 
a reexamination of the problem of allowable interest and cost to ascertain if there 
is any practical method of reducing these costs to the small business clients of 
investment companies. 

Sincerely yours, 
PuILtie McCaLium, Administrator. 

The Cuarrman. Goodness knows we complain about housing loans 
that will run as much as 614 or 614 percent; in fact, we like to think 
of 6 percent as being the top level of the cost of housing loans. 

I do not see how we can expect small business to survive if it is 
going to have to pay a charge of 15 percent, and I believe we ought 
to direct our energies to bringing down those costs. 

Mr. McCatuum. Senator, I indicated earlier, one of the difficult 

roblems we have here is to balance out, on the one hand, the in- 
centive to the investment company and, on the other hand, the interests 
of the small business concerns. 

The Cuarrman. I realize it is a difficult proposition, but I just do 
not believe we can rest on our oars until we find a better way to do it. 

Mr. McCauium. I would like to have Mr. Read explain how we ar- 
rived at this. 

The CuatrMANn. Well, I understood he was going to put it in the 
record. 

Mr. McCatium. I would lke to have him explain it a little. 

The Cuarrman. Oh, yes; go right ahead. 

Mr. Reap. In establishing a maximum-cost limitation for funds ad- 
vanced by the SBIC’s, we had to reconcile two divergent intents con- 
tained in the Small Business Investment Act of 1958, namely, that the 
SBIC’s ought to be permitted to operate at a profit, and thereby en- 
courage the investment of private capital, and that the funds which 
they will advance to small business concerns be at a reasonable cost. 

I will summarize this, if I may. Inasmuch as the SBIC’s are all 
private corporations operating under State-granted charters, we re- 
viewed applicable State law dealing with interest charges and other 
costs which lenders may collect from their borrowers. 

In almost all States the maximum charge for interest on a loan 
permitted by law varied as between interest charged to a corpora- 
tion or to a noncorporation. 

Furthermore, many State permitted higher rates of interest on a 
loan if the borrower contracted to pay for them. 

However, only 4 of the 50 States had usury laws applicable to cor- 
porations. In all the other States, usury laws either do not apply to 
corporations or are silent with respect to the enforcement against 
corporations. 

In the four States in which usury Jaws 

The CuarrMan. Suppose the statute simply says anyone or any 
person under the 14th amendment; wouldn't a corporation be in- 
cluded in that terminology ¢ 

Mr. Reap. I think it varies with the States, Senator. They are 
terribly divergent. 

The Cuatrman. They are what? 


Mr. Reap. There are very divergent provisions in the State usury 
laws. : 


Perhaps I can go over the laws in the four States where they do 
apply to corporations. 
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In California, the highest charge for interest, 10 percent, the cost 
of surveys, appraisals, accounting and legal services are not con- 
strued as interest, and may be charged. 

In Florida a corporation cannot plead usury unless interest and 
discount and certain charges exceed 15 percent. Additional charges 
may be made for services of closing a loan, surveys, and so forth. 

The Cuarrman. You said a corporation may not plead usury $ 

Mr. Reap. I say a corporation may not plead usury. 

The Cuatrman. I see. 

Mr. Reap. North Carolina, the highest contract rate for interest is 
6 percent, but the cost of surveys, accounting and legal services is 
not construed as interest, and coupon bonds may be sold for less than 
par; in other words, discounting is permitted if the bonds carry 
coupons. 

In Oregon, the highest contract rate for interest on a loan charge- 
able to corporations is 12 percent, plus reasonable costs actually spent 
on investigation and a variety of services. 

From the foregoing it is difficult, if not impossible, to determine the 
maximum cost to the borrower of the funds loaned to him, as the 
amount of permissible discount and other charges is not found in the 
statutes. 

However, SBA felt obliged, in the interests of small concerns bor- 
rowing from SBIC’s, to limit the interest, the discount and all other 
charges made at the time of granting the loan to some percentage 
of the net. funds advanced, rather than merely set a ceiling on interest 
charges alone. 

Therefore, after long study SBA has permitted interest, discount 
and other charges which do not cost the borrower more than 15 per- 
cent per annum, and are not prevented by State law, on the average 
outstanding balance of the net funds advanced to him. 

A detail of this was furnished to the staff director in our letter of 
September 29.2 

We believe that this ceiling on the true cost of money is a reason- 
able ceiling for the program. 

Borrowers and lenders will, of course, negotiate the cost of any 
financing, and there is no right to impose or any obligation to accept 
charges at rates which are not mutually acceptable. 

The Cuarrman. Well, I am very glad you gave us the explanation, 
but it still seems to me to be more than small business can afford to 
pay for credit to survive. I still say we ought to be working toward 
bringing the ceiling—I recognize it is the ceiling—down a great deal. 

Now, Mr. McCallum, I was glad to hear your response to Senator 
Cooper’s question. Of course, I knew that was your attitude, and 
it is not always set; it is a fluid attitude, and I am sure you and Mr. 
Read regard it as such. 

T noticed Dr. Smith yesterday afternoon in his testimony—I do not 
remember whether you were here at that time 

Mr. McCatium. I was not, sir. 

The CHarrman. He made this statement: 

I feel that the regulations of December 4, 1958, were written in the light 


of the great enthusiasm for organizing SBICs that prevailed at that time, and 
they were set up, they were written very much against the background of— 





1 See app. II, p. 278. 
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well, here are all these people who are trying to turn a fast buck, or they think 
they have something awfully good here, and they need to be curbed a bit. 
In other words, I think there was too much of the restriction idea in mind and, 
perhaps, the tone was colored a little bit. 

J know that under cross-examination I could probably be cross-examined 
under the table on this, but I would like to express the feeling just the same, 
and then I will slide under the table. 

It seems to me that times have changed on that, and that it would be a good 
idea to reexamine the regulations in view of the present situation. 


And so forth. 

I think he pretty well expressed the situation. As I have said to 
you privately and as I have often said in public, I was glad to see the 
SBA take the cautious attitude it did in the beginning, and I still 
believe that caution should be exercised. 

But, I think you have had considerable experience now, and it 
seems to me that the testimony of these people who have come before 
us here and told of their experiences, should be helpful. I hope we 
shall not consider it at any time as something that is — fixed, 
but something rather that is fluid. It does call for change from time 
to time, both in regulations and in interpretations, and in the law 
itself. 

I believe you testified in your direct testimony that you thought the 
law did need changing, but that all of the changes you thought neces- 
sary were incorporated in S. 2611, which has already passed the Senate; 
was that right? Do you have any other suggestions at this time as 
to how the law should be changed ? 

Mr. McCatium. No, I do not, sir. I think S. 2611 is a constructive 
step in the right direction. 

We recommended many of those things that are in that legislation. 
We recognized there were some problems, that these companies did 
need some added flexibility, particularly in their methods of financing 
small business concerns; that there were some objections to the re- 
quirement for small concerns to invest in these companies, which 
might actually dilute the amount of funds which they would receive; 
and we think these changes are desirable. 

I certainly would not want to say that there are not others, but at 
this time I have nothing else to propose. But, in view of the testi- 
mony here and the comments that have been made by the members of 
the committee, we certainly are going to review this whole matter, 
and I want to assure you that our regulations are not fixed. 

This is a complex program, and we will, as we go along, I am sure, 
see some changes that are required, and, when they are necessary, we 
will make them. 

The CHarrman. Thank you very much. 

Are there any further questions / 

Mr. Srutts. Mr. Chairman, the committee has received responses 
from almost all of those small business investment. companies that 
have not been called upon to testify in person, and I would like to 

ut those responses into the record, as well as other materials collected 
y the staff. 

The CuHatrMan. Without objection, that will be done. 

(The material referred to appears in the appendix.) 

Mr. Struts. Mr. Chairman, may the sath. kept open for 1 week 
so that the Small Business Administration and other interested 
parties may file supplemental statements ? 
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The Cuamman. That will be done. The record will be kept open 
for 1 week, and if you have any further suggestions or comments we 
would be very glad to have them. 

Mr. McCatium. Thank you very much. 

The Cuarmman. Isthere anything further ? 

If not, the committee stands adjourned. 

(Whereupon, at 1:45 p.m., the committee adjourned. ) 
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APPENDIX I 


(Supplemental information received from the Securities and Ex- 
change Commission :) 


Securities ANB ExcHANGE COMMISSION 
Washington, D.C. 
INVESTMENT COMPANY ACT OF 1940 


ADOPTION OF RULE 3C-2 UNDER THE INVESTMENT COMPANY ACT RELATING TO 
THE BENEFICIAL OWNERSHIP OF SECURITIES 


On July 21, 1959, the Securities and Exchange Commission published notice 
that it had under consideration the adoption of a rule under the Investment 
Company Act of 1940 which would except small business investment companies 
from the registration and other requirements of the act if certain conditions 
are met, and invited all interested persons to comment upon the proposal. The 
Commission has considered the comments received, all of which were favorable, 
and has determined to adopt such a rule in the form set forth below. 

Section 3(c) (1) of the act excepts from its operation any issuer which is not 
making and does not propose to make a public offering of its securities and 
whose outstanding securities are beneficially owned by not more than 100 per- 
sons and further provides that beneficial Ownership by a company shall be 
deemed beneficial ownership by 1 person, with the exception that if such com- 
pany owns 10 per centum or more of the outstanding voting securities of the 
issuer, the beneficial ownership of the issuer shall be deemed to be that of the 
holders of such company’s outstanding securities. 

The rule adopted provides that for the purpose of section 3(¢) (1) of the act, 
beneficial ownership by a company owning 10 per centum or more of the out- 
standing voting securities of a small business investment company licensed or 
proposed to be licensed under the Small Business Investment Act of 1958 shall 
be deemed to be beneficial ownership by one person notwithstanding that such 
company owning such securities has more than one stockholder, if the value of 
all securities of small business investment companies owned by such company 
does not exceed 5 percent of the value of its total assets. The rule also would 
deem beneficial ownership by a company to be beneficial ownership by one person 
if the owner is a statewide development corporation created by or pursuant to 
an act of a State legislature to promote and assist growth and development 
of the economy of the State, provided that such State development 
corporation itself is not, or would not become as a result of its investment, an 
investment company. These latter provisions were not a part of the proposed 
rule as set forth in the notice issued on July 21, 1959, and the Commission de- 
termined to enlarge the rule in these respects following consideration of the 
comments received. 

The rule will, in the Commission’s view, tend to effectuate the purposes 
and objectives of the Small Business Investment Act and in view of the limited 
public investor interest under the prescribed conditions, as well as the policy 
expressed in section 2(b) of the act, is appropriate in the public interest and 
consistent with the protection of investors and the purposes fairly intended by 
the policy and provisions of the Investment Company Act of 1940. This action 
is taken pursuant to the provisions of sections 6(c) and 38(a) of the Invest- 
ment Company Act of 1940. The text of the rule follows: 
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“For the purpose of section 3(c)(1) of the act, beneficial ownership by a 
company, other than a registered investment company, owning 10 percent or 
more of the outstanding voting securities of any issuer which is a small business 
investment company licensed to operate under the Small Business Investment 
Act of 1958, or which has received from the Small Business Administration 
notice to proceed to qualify for a license, which notice or license has not been 
revoked, shall be deemed to be beneficial ownership by one person (i) if and 
so long as the value of all securities of small business investment companies 
owned by such company does not exceed 5 percent of the value of its total] 
assets; or (ii) if and so long as such stock of the small business investment 
company shall be owned by a State development corporation which has been 
created by or pursuant to an act of the State legislature to promote and assist 
the growth and development of the economy within such State on a statewide 
basis provided that, such State development corporation is not, or as a result 
of its investment in the small business investment company (considering such 
investment as an investment security) would not be, an investment company 
as defined in section 3 of the act.” 

Effective forthwith. 

By the Commission. 

OrvAL L. DuBots, Secretary. 


SECURITIES AND ExCHANGE COMMISSION 


WASHINGTON, D.C. 


Form N-—5—REGISTRATION STATEMENT OF SMALL BUSINESS INVESTMENT COMPANY 
UNDER THE SECURITIES ACT OF 1933 AND THE INVESTMENT COMPANY ACT oF 
1940* 


(Name and address of agent for service) 


Approximate date of commencement of proposed sale of the securities to the 





pee oie Sh ee a LU a 
Calculation of registration fee under the Securities Act of 1933 
} 
Proposed | Proposed 

Amount maximum | maximum Amount of 
Title of securities being registered being offering aggregate registration 

registered price per otfering fee 

unit price 


GENERAL INSTRUCTIONS 


A. Rule as to use of form N-5 


Form N-5 is to be used for registration under the Securities Act of 1933 of 
securities issued by any small business investment company which is registered 
under the Inventment Company Act of 1940 and for the registration statement 
of such company pursuant to section 8(b) of the Investment Company Act of 
1940. The initial registration statement of a company on this form will be 
deemed to be filed under both the Securities Act of 1933 and the Investment 
Company Act of 1940, unless it is indicated that the filing is made only for the 





1JIf the registration statement is to be filed under only one of the acts, reference to the 
other act should be omitted from the facing sheet of the registration statement. If the 
registration statement is to be filed only under the Investment Company Act of 1940, the 
“approximate date of commencement of proposed sale of the peonritios to the public” and 
the table showing the calculation of the registration fee under the Securities Act of 1933, 
should be omitted. 
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purpose of one of such acts. As used in this paragraph, the term “small busi- 
ness investment company” means any company which is licensed as a small busi- 
ness investment company under the Small Business Investment Act of 1958 or 
which has received the preliminary approval of the Small Business Administra- 
tion and has been notified by the Administration that it may submit a license 
application. 


B. Registration fee 


Section 6(b) of the Securities Act of 1933 requires that at the time of filing 
a registration statement under that act, there shall be paid to the Commission 
a fee of one one-hundredth of 1 percent of the maximum aggregate price at 
which the securities to be registered are proposed to be offered. The minimum 
fee payable is $25. Rule 457 prescribes the manner in which the fee is to be 
computed in various cases. No fee is required to be paid in connection with 
registration under the Investment Company Act of 1940. 


0. Application of general rules and regulations 


If the registration statement is to be filed under both acts or only under the 
Securities Act of 1933, the general rules and regulations under the latter act, 
particularly those comprising regulation C, shall apply and compliance there- 
with will be deemed compliance with the corresponding rules pertaining to regis- 
tration under the Investment Company Act of 1940. However, if the registra- 
tion statement is to be filed only under the Investment Company Act of 1940, 
the general rules and regulations under that act, particularly those comprising 
regulation 8B, shall apply. 


D. Documents comprising registration statement 


(a) A registration statement which is to be filed under both the Securities Act 
of 1933 and the Investment Company Act of 1940 shall consist of the facing 
sheet of the form, part I, part II (the prospectus), part III, the required signa- 
tures, consents of experts and exhibits and any other information, undertaking 
or document which is required or which the registrant may file as a part of the 
registration statement. 

(b) A registration statement which is to be filed only under the Securities Act 
of 1983 shall contain the information and documents specified in paragraph (a), 
but may omit part I except insofar as the information called for by part I is 
required to be included in the prospectus required by part IT. 

(c) If the registration statement is to be filed only under the Investment 
Company Act of 1940, it shall consist of the facing sheet of the form, part I, item 
35 of part III, and all of the exhibits called for by the exhibit instructions, except 
those called for by instructions 10 and 11. All other information and documents 
specified in paragraph (@) may be omitted from a registration statement filed 
only under the Investment Company Act of 1940. 


BE. Preparation of part I 


Part I of the registration statement shall contain the numbers and captions of 
the items in part I of the form, but the text of the items may be omitted provided 
the answers are so prepared as to indicate to the reader the coverage of the items 
without the necessity of referring to the text of the items or the instructions 
thereto. To the extent that the information required by any item, other than 
items 2 and 3 of part I, is disclosed in the prospectus required as part II, refer- 
ence may be made to the specific page or caption of the prospectus which contains 
such information in lieu of furnishing such information in part I. 


F. Preparation of part II (prospectus) 


(a) The purpose of the prospectus is to inform investors. Hence, the informa- 
tion set forth in the prospectus should be presented in clear, concise, under- 
standable fashion. Avoid unnecessary and irrelevant details, repetition or the 
use of unnecessary technical language. The prospectus shall contain the informa- 
tion called for by all of the items of part II of the form, except that no refer- 
ence need be made to inapplicable items, and negative answers to any item may 
be omitted. 

(b) Unless clearly indicated otherwise, information set forth in any part of the 
prospectus need not be duplicated elsewhere in the prospectus. Where it is 
deemed necessary or desirable to call attention to such information in more than 
one part of the prospectus, this may be accomplished by appropriate cross-refer- 
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ence. In lieu of restating information in the form of notes to the financial state. 
ments, references should be made to other parts of the prospectus where such 
information is set forth. 


G. Preparation of part III 


Part III of the registration statement shall be prepared in the same manner as 
partI. Ifthe information required by any item of part III is completely disclosed 
in the prospectus, reference may be made to the specific page or caption of the 
prospectus which contains such information in lieu of furnishing such information 
in part ITI. 


PART I. INFORMATION REQUIRED IN REGISTRATION STATEMENT UNDER THE INVEST- 
MENT COMPANY ACT OF 1940 


Item 1. Organization and business 


(a) Give the date of incorporation of the registrant and the name of the 
State or other authority under which it was incorporated. 

(b) State whether the registrant proposes to operate as a diversified or non- 
diversified closed-end investment company. 

Instructions.—The registrant may reserve freedom of action to change 
from a nondiversified to a diversified investment company. 

(c) Describe the business done and intended to be done by the registrant, 
including the type or types of businesses to which loans are to be made, the 
kind of loans to be made to such businesses, and whether the registrant intends 
to perform advisory services for other businesses. 


Item 2. Fundamental policies of the registrant 


Describe the policy or proposed policy of the registrant with respect to each 
of the following types of activities, and outline the extent, if any, to which 
the registrant has engaged in such activities during its last 3 fiscal years: 

(a) The issuance of senior securities including the issuance of subordinated 
debentures to the Small Business Administration. 

(0) The borrowing of money. 

(c) The underwriting of securities of other issuers. 

(d) The concentration of investments in particular industries. 

(e) The purchase and sale of real estate. 

(f) The purchase and sale of commodities or commodity contracts. 

(g) The making of loans to other persons. 

(h) Any other policy which the registrant deems a matter of fundamental 
policy and elects to treat as such pursuant to sections 8(b)(2) and 13(a) (3) 
of the Investment Company Act. 

Instruction.—1. The registrant may reserve freedom of action with re- 
spect to any of the foregoing activities, but in such cases shall express 
definitively, in terms of a reasonable percentage of assets to be devoted to 
the particular activity, the percentage ratio of indebtedness to capital stock, 
or otherwise, the maximum extent to which the registrant intends to engage 
therein. See release No. 167 under the Investment Company Act. 

2. For the purposes of (g) the purchase of a portion of an issue of pub- 
licly distributed bonds, debentures, or other securities, whether or not the 
purchase was made upon the original issuance of the securities, is not to 
be considered the making of a loan by the registrant. 


Item 3. Policies with respect to security investments 


Describe the investment policy of the registrant with respect to each of the 
following matters which is not described as a fundamental policy of the regis- 
trant under item 2, indicating which of such investment policies may not be 
changed without stockholder action: 

(a) The type of securities (for example, bonds, convertible debentures, pre- 
ferred stocks, common stocks) in which it may invest, indicating the proportion 
of the assets which may be invested in each such type of security. 

(6) The percentage of assets which it may invest in the securities of any one 
issuer. 

(c) The percentage of voting securities of any one issuer which it may 
acquire. 

(d) Investments in companies for the purpose of exercising control or man- 
agement. 
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(e) Investment in securities of other investment companies. 

(f) The policy with respect to portfolio turnover, including the resale or 
conversion of portfolio securities. 

(g) Any other investment policy not specified above or in item 2, which is 
set forth in the registrant’s charter, bylaws, or prospectus. 


Item 4. Ownership of voting and convertible securities of other issuers 


Furnish the following information, in the tabular form indicated, as of a speci- 
fied date within 90 days prior to the date of filing the registration statement: 

(a) If the registrant owns, controls, or holds with power to vote, 5 percent 
or more of the voting securities of any company, furnish the information re- 
quired by the following table as to each such company : 


—— i 
| Percentage 
of class 
Name and address of company Nature of its principal | Title of securities owned, owned, con- 
registrant held by 


registrant 


| business controlled or held by trolled, or 
| 
| 
| 
o 


(b) If the registrant owns securities of any company which are convertible 
into voting securities of such company and if upon the conversion of all of such 
securities owned by the registrant it would own 5 percent or more of the voting 
securities of such company, furnish the information required by the following 
table as to each such company : 


; 
| Percentage | Percentage 


Name and address of | Nature of its principal | Title of securities owned, of voting | of voting 
company | business controlled or held by | securities securities 

| registrant now owned | owned upon 

| | conversion 





Item 5. Special tax provisions applicable to registrant 


Describe briefly any special tax provision of State or Federal income tax laws 
applicable to the registrant as a small business investment company. 


Item 6. Pending legal proceedings 


Briefly describe any material pending legal proceedings, other than ordinary 
routine litigation incidental to the business, to which the registrant or any of 
its subsidiaries is a party. Include the name of the court in which the proceed- 
ings are pending, the date instituted, and the principal parties thereto. Include 
similar information as to any such proceedings known to be contemplated by 
governmental authorities. 


Item 7. Summary of earnings 


Furnish in comparative columnar form a summary of earnings for the regis- 
trant for each of the last 5 fiscal years of the registrant (or for the life of the 
registrant and its immediate predecessors, if less) and for any period between the 
end of the latest of such fiscal years and the date of the latest balance sheet 
furnished, and for the corresponding period of the preceding fiscal year. In con- 
nection with such summary, whenever necessary, reflect information or explana- 
tion of material significance to investors in appraising the results shown, or refer 
to such information or explanation set forth elsewhere in the prospectus. 

Instructions.—1. Include comparable data for any additional fiscal years 
necessary to keep the summary from being misleading. Subject to appro- 
priate variation to conform to the nature of the business or the purpose of 
the offering, the following items shall be included: net sales or operating 
revenues ; cost of goods sold or operating expenses (or gross profit) ; interest 
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charges ; income taxes, net income; special items; and net income and spe- 
cial items. The summary shall reflect the retroactive adjustment of any 
material item affecting the comparability of the results. See item 22(b),— 

2. If common stock is being registered, the summary shall be prepared to 
present earnings applicable to common stock. Per share earnings and 
dividends declared for each period of the summary shall also be include@ 
unless inappropriate. 

3. In connection with any unaudited summary for an iterim period or 
periods between the end of the last fiscal year and the balance sheet date, 
and any comparable unaudited prior period, a statement shall be made that 
all adjustments necessary to a fair statement of the results for such interim 
period or periods, have been included. In addition, there shall be furnished 
in such cases, as supplemental information but not as a part of the registra- 
tion statement, a letter describing in detail the nature and amount of any ad- 
justments, other than normal recurring accruals, entering into the deter- 
mination of the results shown. 

4. If long-term debt or preferred stock is being registered, there shall be 
shown the annual interest requirements on such long-term debt or the an- 
nual dividend requirements on such preferred stock. To the extent that an 
issue represents refunding or refinancing, only the additional annual inter- 
est or dividend requirements shall be stated. 


Item 8. Persons in control relationship with registrant 

Furnish a list or diagram of all persons directly or indirectly controlling, con- 
trolled by or under common control with the registrant and as to each such per- 
son indicate (1). if a company, the State or other sovereign power under the laws 
of which it was organized, and (2) the percentage of voting securities owned or 
other basis of control by the person, if any, immediately controlling it. 

Instructions.—1. The list or diagram shall include the registrant and shall 
be so prepared as to show clearly the relationship of each company named to 
the registrant and to the other companies named. If any company is con- 
trolled by means of the direct ownership of its securities by two or more 
persons, so indicate by appropriate cross reference. 

2. The names of particular subsidiaries may be omitted if the unnamed 
subsidiaries considered in the aggregate as a single subsidiary would not 
constitute a significant subsidiary. 

Item 9. Persons owning equity securities of registrant 

Furnish the following information as to all equity securities of the registrant 
owned by the following persons as of a specified date within 90 days prior to 
the date of filing: 

(a) Each person who directly or indirectly owns, controls, or holds with power 
to vote, 5 percent or more of the outstanding voting securities of the registrant. 

(b) Each person who owns of record or is known by the registrant to own 
beneficially more than 10 percent of any other class of equity securities of the 
registrant. 


(c) All officers, directors. and members of the advisory board of the registrant 
as a group, without naming them. 





Name and address Title of class Type of ownership Amount Percent of 
owned class 


(1) (2) (3) (4) (5) 


Instructions —1. Indicate in the third column whether the securities 
are owned both of record and beneficially, of record only, or beneficially only, 
and show separately in the fourth and fifth columns the respective amounts 
and percentages owned in each such manner. 

2. The percentages are to be calculated on the basis of the amount of out- 
standing securities of the class. In any case where the amount owned by 
all officers, directors and members of the advisory board as a group is less 
than 1 percent of the class, a statement to that effect will suffice as an answer 
to paragraph (c). 
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Item 10. Number of holders of equity securities. 

State, in substantially the tabular form indicated, as of a specified date within 
90 days prior to the date of filing, the approximate number of holders of record 
of each class of equity securities of the registrant. 


Title of class | Number of 
holders 


(1) (2) 


Item 11. Directors and executive officers 
Furnish the information required by the following table as to all directors and 
executive officers of the registrant. 


Name and address |Positions and offices with registrant| Principal occupations during 
past 5 years 





Instructions.—For the purposes of this item, the term “executive officer” 
means the president, vice president, secretary and treasurer, and any other 
officer who performs policymaking functions for the registrant. 

Item 12.. Members of advisory board of registrant 


If the registrant has an advisory board, furnish the information specified in 
the following table as to each member of such board. 


Name and address Positions and offices held with other affiliated 
persons 


(1) (2) 


Instructions.—List under column (2) the name of each affiliated person 
of the registrant with which any member of the advisory board is connected 
in any capacity and show all positions and offices held with such person. 


Item 13. Remuneration of directors, officers, and members of advisory board 


(a) Furnish the information required by the following table as to all re- 
muneration paid by the registrant and its subsidiaries during the registrant’s 
last fiscal year to the following persons for services in all Capacities: 

(1) Each director, each of the three highest paid officers, and each member of 
the advisory board of the registrant, whose aggregate remuneration exceeded 
$30,000, naming each such person. 

(2) All directors, officers, and members of the advisory board of the registrant 
as a group, without naming them. 











Name of individual or identity of group Capacities in which remuneration Aggregate 
was received remuneration 


(A) (B) (C) 
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Instructions.—1. This item applies to any person who was a director, 
officer, or member of the advisory board of the registrant at any time during 
the fiscal year. However, information need not be given for any portion 
of the year during which any such person did not occupy one of the positions 
indicated. 

2. The information is to be given on an accrual basis if practicable. The 
tables required by this paragraph and paragraph (b) may be combined if 
the registrant so desires. 

3. Do not include remuneration paid to a partnership in which any direc. 
tor, officer, or member of the advisory board was a partner, but see item 18, 

4. If the registrant has not completed a full fiscal year since its organiza- 
tion, the information shall be given for the current fiscal year, estimating 
future payments if necessary. 

(b) Furnish the following information, in substantially the tabular form indj- 
cated below, as to all pension or retirement benefits proposed to be paid under 
any existing plan in the event of retirement at normal retirement date, directly 
or indirectly, by the registrant or any of its subsidiaries to each person named 
in answer to paragraph (a) (1) of this item: 





Amount set | Estimated 
| aside or ac- annual bene- 
Name of individual | erued during fits upon 
issuer’s last retirement 
fiscal year 


(A) (B) (C) 


Instructions.—1, Column (B) need not be answered with respect to pay- 
ments computed on an actuarial basis pursuant to any plan which provides 
for fixed benefits in the event of retirement at a specified age or after a 
specified number of years or service. 

2. The information called for by column (C) may be given in a table 
showing the annual benefits payable upon retirement to persons in specified 
salary classifications. 

3. In the case of any plan (other than those specified in instruction 1) 
where the amount set aside each year depends upon the amount of earnings 
of the issuer or its subsidiaries for such year or a prior year, or where it is 
otherwise impracticable to state the estimated annual benefits upon retire- 
ment, there shall be set forth, in lieu of the information called for by column 
(C), the aggregate amount set aside or accrued to date, unless it is imprac- 
ticable to do so, in which case there shall be stated the method of computing 
such benefits. 


Item 14. Indemnification of directors and officers 

State the general effect of any charter provision, bylaw, contract, arrange- 
ments, or statute under which any director or officer of the registrant is insured 
or indemnified in any manner against any liability which he may incur in his 
capacity as such. 


Item 15. Custodians of porfolio securities 

(a) State the name, principal business address, and, if other than a commercial 
bank or trust company, the nature of the business of each person holding port- 
folio securities of the registrant as custodian. 

(6) Describe the arrangements under which such securities are held, including 
the basis upon which the remuneration for such services is determined. 


Item 16. Investment advisers 

Furnish the following information as to each investment adviser of the 
registrant: 

(a) Name and principal business address. 

(b) Name and address of any affiliated person of the registrant who is also an 
affiliated person of the investment adviser and the nature of the affiliation. 

(c) A brief description of the investment advisory contract with the registrant, 
including the basis for determining the remuneration of the investment adviser. 
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Item 17. Business and other connections of investment advisers and their manage- 
ments 


Describe briefly any other business, profession, vocation, or employment of a 
substantial nature in which each investment adviser of the registrant and each 
director, officer, or partner of such investment adviser is engaged for his own 
account or in the capacity of director, officer, employee, partner, or trustee. 

Instructions.—1, State the name and principal business of any company 
with which any person specified is connected in the capacity of director, 
officer, employee, partner, or trustee, and the nature of such connection. 

2. The names of investment advisory clients need not be given in answer- 
ing this item. 


Item 18. Interest of affiliated persons in certain transactions 


Describe briefly, and where practicable state the approximate amount of any 
material interest, direct or indirect, of any of the following persons in any 
material transactions during the last 3 years, or in any material proposed trans- 
actions, to which the registrant or any of its subsidiaries was, or is to be, a party: 

(a) Each affiliated person of the registrant, other than employees who are not 
directors, officers, or members of the advisory board. 

(b) Each affiliated person of any of the following: any director, officer, or 
member of the advisory board of the registrant; any company named in answer 
to item 4; any security holder named in answer to item 9 (a) or (b); any 
investment adviser; or any principal underwriter named in answer to item 24. 

Instructions.—1, See instruction 1 to item 13(a). Include the name of 
each person whose interest in any transaction is described and the nature 
of the relationship by reason of which such interest is required to be 
described. Where it is not practicable to state the approximate amount of 
the interest, the approximate amount involved in the transaction shall be 
indicated. 

2. As to any transaction involving the purchase or sale of assets by or to 
the registrant or any subsidiary, otherwise than in the ordinary course of 
business, state the cost of the assets to the purchaser and the cost thereof 
to the seller if acquired by the seller within 2 years prior to the transaction. 

38. This item does not apply to any interest arising from the ownership of 
securities of the registrant where the security holder receives no extra or 
special benefit not shared on a pro rata basis by all other holders of the 
same class. 

4. No information need be given in answer to this item as to any remunera- 
tion not received during the registrant’s last fiscal year or as to any re- 
muneration or other transactions disclosed in response to item 13. 

5. Information should be included as to any material underwriting dis- 
counts and commissions upon the sale of securities by the registrant where 
any of the specified persons was or is to be a principal underwriter or is a 
controlling person, or member, of a firm which was or is to be a principal 
underwriter. Information need not be given concerning ordinary manage- 
ment fees paid by underwriters to a managing underwriter pursuant to an 
agreement among underwriters the parties to which do no include the regis- 
trant or its subsidiaries. 

6. No information need be given in answer to this item as to any trans- 
action or any interest therein where— 

(i) the rates or charges involved in the transaction are fixed by law 
or determined by competitive bids ; 

(ii) the interest of the specified persons in the transaction is solely 
that of a director of another corporation which is a party to the trans- 
action ; 

(iii) the transaction involves services as a bank depository of funds, 
transfer agent, registrar, trustee under a trust indenture, or other simi- 
lar services ; 

(iv) the interest of the specified persons, including all periodic install- 
ments in the case of any lease or other agreement providing for periodic 
payments or installments, does not exceed $30,000 ; 

(v) the transaction does not involve remuneration for services, di- 
rectly or indirectly, and (A) the interest of the specified persons arises 
from the ownership individually and in the aggregate of less than 10 
percent of any class of equity securities of another corporation which is 
a party to the transaction, (B) the transaction is in the ordinary course 
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of business of the registrant or its subsidiaries, and (C) the ameunt of 
such transaction or series of transactions is less than 10 percent of the 
total sales or purchases, as the case may be, of the registrant and its 
subsidiaries. 

7. Information shall be furnished in answer to this item with respect to 
transactions not excluded above which involve remuneration, directly or 
indirectly, to any of the specified persons for services in any capacity unlegs 
the interest of such person arises solely from the ownership individually and 
in the aggregate of less than 10 percent of any class of equity securities of 
another corporation furnishing the services to the registrant or its sub- 
sidiaries. 


Item 19. Capital stock 


State the title of each class of capital stock of the registrant and furnish the 
following information: 

(a) Outline briefly (1) dividend rights; (2) voting rights; (8) liquidation 
rights; (4) preemptive rights; (5) conversion rights; (6) redemption provi- 
sions; (7) sinking fund provisions; and (8) liability to further calls or to assegs- 
ment by the registrant. 

(6) If the rights of holders of such stock may be modified otherwise than by 
a vote of a majority or more of the shares outstanding, voting as a class, so 
state and explain briefly. 

(c) Outline briefly any restriction on the repurchase or dedemption of shares 
by the registrant while there is an arrearage in the payment of dividends or 
Sinking fund installments. If there is nosuch restriction, so state. 

Instructions.—1. Only a brief summary of the pertinent provisions from 
an investment standpoint is required. A complete legal description of the 
provisions referred to is not required and should not be given. Do not set 
forth the provisions of the governing instruments verbatim ; only a succinct 
résumé is required. 

2. If the rights evidenced by any class of securities being described are 
materially limited or qualified by the rights of any other class of securities, 
include such information regarding such other securities as will enable 
investors to understand the rights evidenced by the securities being de- 


Item 20. Long-term debt 


State the title of each class of long-term debt of the registrant and outline such 
of the following provisions as are relevant. 

(@) Provisions with respect to interest, maturity, conversion, redemption, 
amortization, sinking fund or retirement. 

(b) Provisions with respect to the kind and priority of any lien, restricting the 
declaration of dividends or requiring the maintenance of any ratio of assets, the 
ereation or maintenance of reserves or the maintenance of properties. 

(c) Provisions permitting or restricting the issuance of additional securities, 
the incurring of additional debt, the release or substitution of assets securing the 
issue, the modification of the terms of the security, and similar provisions. 

(@) The name of the trustee and the nature of any material relationship with 
the registrant or any of its affiliates, the percentage of securities of the class 
necessary to require the trustee to take action, and what indemnifications the 
trustee may require before proceeding to enforce the lien. 

Instructions.—The instructions to item 19 shall also apply to this item. 


Item 21. Other securities 
If the registrant has any authorized securities other than capital stock or 
long-term debt, outline briefly the rights evidenced thereby. If the securities 
are subscription warrants or rights, state the title and amount of securities 
ealled for, the period during which and the prices at which the warrants or 
rights are exercisable. 
Instructions.—The instructions to item 19 shall also apply to this item. 


Item 22. Financial statements 

(a) Furnish the following financial statements for the registrant prepared in 
accordance with the provisions of article 5 of regulation S—X : 

(1) A balance sheet as of a date within 90 days prior to the date of filing. 
If this balance sheet is not certified, there shall also be included a certified bal- 
ance sheet as of a date within 1 year prior to the date of filing; and 
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(2) A profit and loss or income statement for each of the last 3 fiscal years and 
any subsequent period up to the date of the latest-balance sheet furnished pursu- 
ant to (1) above. Such statements shall be certified up to the date of the latest 
certified balance sheet. 

(b) If either the profit and loss or earned surplus statements required are 
included in the summary of earnings required by item 7, the statement so 
included need not be otherwise furnished in the registration statement. 

(c) The Commission may, upon the informal written request of the registrant, 
and where consistent with the protection of investors, permit. the omission of 
one or more of the statements herein required or the filing in substitution therefor 
of appropriate statements of comparable character. The Commission may also 
by informal written notice require the filing of other statements in addition to, 
or in substitution fer, the statements herein required in any case where such 
statements are necessary for an adequate presentation of the financial condi- 
tion of any person whose financial statements are required, or whose statements 
are otherwise necessary for the protection of investors. 

Instructions —This item specifies the financial statements required to be 
furnished as a part of the registration statement on this form. Regulation 
S-X governs the certification, form, and content of the statements required, 
and prescribes the statements of surplus and the schedules to be filed in 
support of the statements filed. 


PART II. INFORMATION REQUIRED IN PROSPECTUS FOR SECURITIES BEING REGISTERED 
UNDER THE SECURITIES ACT OF 1933 


Item 28. Distribution spread 


The information called for by the following table shall be given, in substan- 
tially the tabular form indicated, on the outside front cover page of the prospec- 
tus as to all securities being registered which are to be offered for cash (estimate, 
if necessary ). 





Price to Underwriting} Proceeds to 
public discounts and] registrant or 
commissions | other persons 








Instructions.—1. The term “commissions” has the meaning given in para- 
graph (17) of schedule A of the act.. Only commissions paid by the regis- 
trant or selling securityholders in cash are to be included in the table. 
Commissions paid by other persons, and other considerations to the under- 
writers, shall be set forth following the table with a reference thereto in 
the second column of the table, Any finder’s fees or similar payments shall 
be appropriately disclosed. 

2. If it is impracticable to state the price to the public, the method by 
which it is to be determined shall be explained. In addition, if the securities 
are to be offered at the market, or if the offering price is to be determined 
by a formula related to market prices, indicate the market involved and 
the market price as of the latest practicable date. 

3. If any of the securities being registered are to be offered for the account 
of securityholders, state in the prospectus the name of each such security- 
holder, the amount of securities owned by him and the amount to be offered 
for his account, and refer to such information on the first page of the 
prospectus. 


Item 24. Plan of distribution 


(a) If the securities being registered are to be offered through underwriters, 
give the names of the principal underwriters, and state the respective amounts 
underwritten. Identify each such underwriter having a material realtionship 
to the registrant and state the nature of the relationship. State briefly the 
nature of the underwriters’ obligation to take the securities. 

Instructions.—All that is required as to the nature of the underwriters’ 
obligation is whether the underwriters are or will be committed to take and 
to pay for all of the securities if any are taken, or whether it is merely an 
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agency or best efforts arrangement under which the underwriters are re. 
quired to take and pay for only such securities as they may sell to the 
public. Conditions precedent to the underwriters’ taking the securities, 
including market outs, need not be described except in ‘the case of an 
agency or best efforts arrangement. 

(b) State briefly the discounts and commissions to be allowed or paid to 
dealers, including all cash, securities, contracts, or other consideration to be 
received by any dealer in connection with the sale of the securities. 

Instructions.—If any dealers are to act in the capacity of subunderwriters 
and are to be allowed or paid any additional discounts or commissions for 
acting in such capacity, a general statement to that effect will suffice without 
giving the additional amounts to be so paid. 

(c) Outline briefly the plan of distribution of any securities being registered 
which are to be offered otherwise than through underwriters. 


Item 25. Use of proceeds to registrant 

State the principal purposes for which the net proceeds to the registrant from 
the securities to be offered are. intended to be used, and the approximate amount 
intended to be used for each such purpose. 

Instructions.—1. Details of proposed expenditures are not to be given. 
If any substantial portion of the proceeds has not been allocated for par- 
ticular purposes, a statement to that effect shall be made together with a 
statement of the amount of proceeds not so allocated. 

2. If any material part of the proceeds is to be used to discharge a loan, 
the item is to be answered as to the use of the proceeds of the loan if the 
loan was made within 1 year; otherwise, it will suffice to state that the 
proceeds are to be used to discharge the indebtedness created by the loan, 

3. If any material amount of the proceeds is to be used to acquire assets, 
otherwise than in the ordinary course of business, briefly describe the assets 
and give the names of the persons from whom they are to be acquired. State 
the cost of the assets to the registrant and the principle followed in deter- 
mining such cost, 

4. If the issuer has not yet obtained a license from the Small Business 
Administration, state whether the funds paid in by investors for the securi- 
ties being registered will be returned to them in the event such license is not 
obtained and describe the arrangements made to assure such return. 


Item 26. Sales otherwise than for cash 

If any of the securities being registered are to be offered otherwise than for 
cash, state briefly the general purpose of the distribution, the basis upon which 
the securities are to be offered, the amount of compensation and other expenses 
of distribution, and by whom they are to be borne. 

Instruction.—If the distribution is to be made pursuant to a plan of acqui- 
sition, reorganization, readjustment, or succession, describe briefly the gen- 
eral effect of the plan and state when it became or is to become operative. 
As to any material amount of assets to be acquired under the plan, furnish 
information corresponding to that required by instruction 3 to item 25. 


Item 27. Information required by items of part I 
The prospectus shall contain the information required by the following items 
of part I: 
Items 1, 2, 3, 5, 6, and 7; 
Item 8 as to persons controlling the registrant ; 
Items 9, 11, 12, 13, 15(a), 16, and 18; 
Items 19, 20, and 21 as to securities being registered. 
Instruction.—Subject to rule 407, the information called for by the fore 
going items of part I shall be given as of the effective date of the registration 
statement under the Securities Act of 1933. 


Item 28. Financial statements required by item 22 of part I 
The prospectus shall contain all financial statements called for by item 22 of 


part I except that all schedules, other than those prepared in accordance with 
rule 12-16 of regulation S—X, may be omited from the prospectus. 
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PART III. INFORMATION NOT REQUIRED IN PROSPECTUS 


Item 29. Marketing arrangements 
Briefly describe any arrangement known to the registrant or to any person 
named in answer to item 9 (a) or (b) or item 24(a) made for any of the follow- 
ing purposes : 
(a) To limit or restrict the sale of other securities of the same class as those 
being registered for the period of distribution. 
(b) To stabilize the market for any of the securities being registered. 
(c) For withholding commissions or otherwise to hold each underwriter or 
dealer responsible for the distribution of his participation. 
Instructions.—If the answer to this item is contained in an exhibit, the 
item may be answered by cross-reference to the relevant paragraphs of the 
exhibit. 


Item 30. Other expenses of issuance and distribution 


Furnish a reasonably itemized statement of all expenses in connection with the 
issuance and distribution of the securities being registered, other than under- 
writing discounts and commissions. If any of the securities being registered 
are to be offered for the account of securityholders, indicate the portion of such 
expenses to be borne by such securityholders, 

Instructions.—Insofar as practicable, registration fees, Federal taxes, 
State taxes and fees, trustees’ and transfer agents’ fees, cost of printing and 
engraving, and legal, accounting, and engineering fees shall be separately 
itemized, The information may be given as subject to future contingencies. 
If the amounts of any items are not known, estimates designated as such 
shall be given. 


Item 31. Relationship with registrant of experts named in registration statement 


If any expert named in the registration statement as having prepared or certi- 
fied any part thereof was employed for such purpose on a contingent basis or, at 
the time of such preparation or certification or at any time thereafter, had a 
substantial interest in the registrant or was connected with the registrant as a 
promoter, underwriter, voting trustee, director, officer, or employee, furnish a 
brief statement of the nature of such contingent basis, interest or connection. 

Instructions.—In the case of an accountant, any direct financial interest 
or any material indirect financial interest held during the period covered 
by the financial statements prepared or certified shall be deemed a sub- 
stantial interest for the purpose of this item. 


Item 32. Recent sales of unregistered securities 


Furnish the following information as to all securities of the registrant sold 
by the registrant within the past 3 years which were not registered under the 
Securities Act of 1933. Include sales of reacquired securities as well as new 
issues, securities issued in exchange for property, services, or other securities, 
and new securities resulting from the modification of outstanding securities. 

(a) Give the date of sale and the title and amount of securities sold. 

(b) Give the names of the principal underwriters, if any. As to any securi- 
ties sold not publicly offered, name the persons or identify the class of persons 
to whom the securities were sold. 

(c) As to securities sold for cash, state the aggregate offering price and the 
aggregate underwriting discounts or commissions. As to any securities sold 
otherwise than for cash, state the nature of the transaction and the nature and 
aggregate amount of consideration received by the registrant. 

(d) Indicate the section of the act or the rule of the Commission under which 
exemption from registration was Claimed and state briefly the facts relied upon 
to make the exemption available. 

Instructions.—1. Information need not be set forth as to notes, drafts, bills 
of exchange or bankers’ acceptances which mature not later than 1 year 
from the date of issuance. 

2. If the sales were made in a series of transactions, the information may 
be given by such totals and periods as will reasonably convey the informa- 
tion required. 


Item 33. Treatment of proceeds from stock being registered 


If capital stock is being registered hereunder and any portion of the consid- 
eration to be received by the registrant for such stock is to be credited to an 
account other than the appropriate capital stock account, state to what other 
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account such portion is to be credited and the estimated amount per share. If 
the consideration from the sale of par value shares is less than par value, state 
the amount’per’share invelved and its treatment in the aceounts. 


Item 34. Undertaking 

The following undertaking shall be included in the registration statement: 

“Subject to the terms and conditions of section 15(d) of the Securities Bx. 
change Act of 1934, the undersigned registrant hereby undertakes to file with the 
Securities and Exchange Commission such supplementary and periodic informa- 
tion, documents, and reports as may be prescribed by any rule or regulation of 
the Commission heretofore or hereafter duly adopted pursuant to authority 
conferred in that section.” 


Item 35. Pinancial statements and exhibits 


List all financial statements and exhibits filed as a part of the registration 
statement. 

(a) Financial statements, indicating those included in the prospectus. 

(6) Exhibits. 

(c) Statement of eligibility and qualifications of each person designated to 
act as trustee under an indenture to be qualified under the Trust Indenture 
Act of 1939. 

SIGNATURES 


Pursuant to the requirements of the Securities Act of 1933 (and) (or) 
the Investment Company Act of 1940, the registrant has duly caused this regis- 
tration statement to be signed on its behalf by the undersigned, thereunto duly 
SUCOTEWOU, 2 Cee CeCe Oe aos es Sema Btate of i260) ule 
OS weds de ME Soocdcasch aban ee Ecos 


(Signature and title) 


Pursuant to the requirements of the Securities Act of 1933, this registration 
statement has been signed below by the following persons in the capacities and 
on the dates indicated : 


(Signature) (Title) (Date) 


Instructions.—(1) The registration statement shall be signed on behalf 
of the registrant by a duly authorized officer. For purposes of the Secu- 
rities Act of 1933, the registration statement shall also be signed by the 
registrant’s principal executive officer or officers, its principal financial 
officer, its controller or principal accounting officer and by at least a major- 
ity of the board of directors. 

(2) The name of each person who signs the registration statement shall 
be typed or printed beneath his signature. Any person who occupies more 
than one of the specified positions shall indicate each capacity in which he 
signs the registration statement. 


INSTRUCTIONS AS TO EXHIBITS 


Subject to the rules regarding incorporation by reference, the following ex- 
hibits shall be filed as a part of the registration statement. Exhibits shall be 
appropriately lettered or number for convenient reference. Exhibits incorpo- 
rated by reference may bear the designation given in the previous filing. Where 
exhibits are incorporated by reference, the reference shall be made in the list 
of exhibits called for by item 35. 

(1) Copies of the charter as now in effect. 

(2) Copies of the existing bylaws or instruments corresponding thereto. 

(3) Specimens or copies of each security issued or to be issued by the regis- 
trant, including all constituent instruments defining the rights of the holders of 
such securities. 

(4) Copies of all custodian agreements with respect to portfolio securities of 
the registrant. 
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(5) Copies of all indemnification contracts or arrangements described in an- 
swer to item 14 

(6) Copies of all investment advisory contracts to which the registrant is a 

rty. 

(7) Copies of all bonus, profit sharing, pension, or similar contracts or ar- 
rangements wholly or partly for the benefit of directors or officers of the 
registrant. If any such plan is not set forth in a formal document, furnish a 
reasonably detailed description thereof. 

(8) A copy of the registrant’s license from the Small Business Administration. 

(9) Copies of every material contract not made in the ordinary course of 
business which is to be performed in whole or in part at or after the filing of 
the registration statement or which was made not more than 2 years before 
filing, except contracts called for by the foregoing instructions. Only contracts 
need be filed as to which the registrant is or was a party or succeeded to a 
party by assumption or assignment, or in which the registrant has or had a 
beneficial interest. 

(10) Copies of each underwriting contract with a principal underwriter, each 
syndicate agreement and each purchase, subunderwriting or selling group agree- 
ment or letter pursuant to which the securities being registered are to be dis- 
tributed or, if the forms of such documents are not determined, the proposed 
form thereof. 

(11) An opinion of counsel as to the legality of the securitiees being regis- 
tered under the Securities Act of 1933, indicating whether they will when sold 
be legally issued, fully paid and nonassessable. 

(12) If the issuer has not yet obtained a license from the Small Business 
Administration, copies of any contract or arrangement made to assure that the 
funds paid in by investors for the securities being registered will be returned 
to them in the event such license is not obtained. 


REGULATION E—EXEMPTION FOR SECURITIES OF SMALL BUSINESS INVESTMENT 
COMPANIES 


Rule 601. Definitions of terms used in this regulation 


As used in this regulation, the following terms shall have the meaning 
indicated : 

Act.—The term “act” refers to the Securities Act of 1933 unless specifically 
stated otherwise. 

Affiliate-—An “affiliate” of an issuer is a person controlling, controlled by, or 
under common control with such issuer. An individual who controls an issuer 
is also an affiliate of such issuer. 

Notification—The term “notification” means the notification required by 
rule 604. 

Offering circular.—The term “offering circular” means the offering circular 
required by rule 605. 

State-—A “State” is any State, territory, or insular possession of the United 
States, or the District of Columbia. 

Underwriter.—The term “underwriter” shall have the meaning given in sec- 
tion 2(11) of the act. 

Rule 602. Securities erempted 

(a) Except as hereinafter provided in this rule, securities issued by any small 
business investment company which is registered under the Investment Company 
Act of 1940 shall be exempt from registration under the Securities Act of 1933, 
subject to the terms and conditions of this regulation. As used in this para- 
graph, the term ‘‘small business investment company” means any company which 
is licensed as a small business investment company under the Small Business 
Investment Act of 1958 or which has received the preliminary approval of the 
Small Business Administration and has been notified by the Administration 
that it may submit a license application. 

(b) No exemption under this regulation shall be available for the securities 
of any issuer if such issuer or any of its affiliates— 

(1) Has filed a registration statement which is the subject of any pro- 
ceeding or examination under section 8 of the act, or is the subject of any 


refusal order or stop order entered thereunder within 5 years prior to the 
filing of the notification ; 
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(2) Is subject to pending proceedings under rule 610 or any similar rule 
adopted under section 3(b) of the act, or to an order entered thereunder 
within 5 years prior to the filing of such notification ; 

(3) Has been convicted within 5 years prior to the filing of such notifica- 
tion of any crime or offense involving the purchase or sale of securities: 

(4) Is subject to any order, judgment or decree of any court of competent 
jurisdiction, entered within 5 years prior to the filing of such notification, 
temporarily or permanently restraining or enjoining such person from en- 
gaging in or continuing any conduct or practice in connection with the 
purchase or sale of securities ; 

(5) Is subject to pending proceedings under section 8(e) of the Invest- 
ment Company Act of 1940 or tu any suspension or revocation order issued 
thereunder ; 

(6) Is subject to an injunction issued pursuant to section 35(d) of the 
Investment Company Act of 1940; or 

(7) Is subject to a U.S. Post Office fraud order. 

(c) No exemption under this regulation shall be available for the securities 
of any issuer if any of its directors, officers, or principal securityholders, any 
investment adviser or any underwriter of the securities to be offered, or any 
partner, director, or Officer of any such investment adviser or underwriter— 

(1) Has been convicted within 10 years prior to the filing of the notifica- 
tion of any crime or offense involving the purchase or sale of any security or 
arising out of such person's conduct as an underwriter, broker, dealer, or 
investment adviser ; 

(2) Is temporarily or permanently restrained or enjoined by any court 
from engaging in or continuing any conduct or practice in connection with 
the purchase or sale of any security or arising out of such person’s conduct 
as an underwriter, broker, dealer, or investment adviser ; 

(3) Is subject to an order of the Commission entered pursuant to section 
15(b) or 15A(1) of the Securities Exchange Act of 1934; has been found 
by the Commission to be a cause of any such order which is still in effect; 
or is subject to an order of the Commission entered pursuant to section 
203 (d) or (e) of the Investment Advisers Act of 1940: 

(4) Is suspended or has been expelled from membership in a national 
securities dealers association or a national securities exchange for conduct 
inconsistent with just and equitable principles of trade: or 

(5) Is subject toa U.S. Post Office fraud order. 

(d) No exemption under this regulation shall be available for the securities 
of any issuer if any underwriter of such securities, or any director, officer, or 
partner of any such underwriter was, or was named as, an underwriter of any 
securities— 

(1) Covered by any registration statement which is the subject of any 
proceeding or examination under section 8 of the act, or is the subject of 
any refusal order or stop order entered thereunder within 5 years prior to 
the filing of the notification ; or 

(2) Covered by any filing which is subject to pending proceedings under 
rule 610 or any similar rule adopted under section 3(b) of the act, or to 
an order entered thereunder within 5 years prior to the filing of such 
notification. 

(e) Paragraph (b), (c), or (d) shall not apply to the securities of any issuer 
if the Commission determines, upon a showing of good cause, that it is not 
necessary under the circumstances that the exemption be denied. Any such 
determination by the Commission shall be without prejudice to any other action 
by the Commission in any other proceeding or matter with respect to the issuer 
or any other person. 


Rule 603. Amount of securities exempted 


(a) The aggregate offering price of all of the following securities of the issuer 
shall not exceed $300,000 : 

(1) All securities presently being offered under this regulation, or speci- 
fied in the notification as proposed to be so offered ; 

(2) All securities previously sold pursuant to an offering under this reg- 
ulation, commenced within 1 year prior to the commencement of the pro- 
posed offering; and 

(3) All securities sold in violation of section 5(a) of the act within 1 
year prior to the commencement of the proposed offering. 
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Notwithstanding the foregoing, the aggregate offering price of all securities so 
offered or sold on behalf of any one person other than the issuer shall not 
exceed $100,000, except that this limitation shall not apply if the securities are 
to be offered on behalf of the estate of a deceased person within 2 years after the 
death of such person. 

(b) The aggregate offering price of securities, which have a determinable 
market value shall be computed upon the basis of such market value as de- 
termined from transactions or quotations on a specified date within 15 days 
prior to the date of filing the notification, or the offering price to the public, 
whichever is higher; provided, that the aggregate gross proceeds actually 
received from the public shall not exceed the maximum aggregate offering price 
permitted in the particular case by paragraph (a) above. 

(c) In computing the amount of securities which may be offered under this 
regulation, there need not be included unsold securities the offering of which 
has been withdrawn with the consent of the Commission by amending the perti- 
nent notification to reduce the amount stated therein as proposed to be offered. 


Rule 604. Filing of notification on form 1-E 

(a) At least 10 days (Saturdays, Sundays, and holidays excluded) prior to 
the date on which the initial offering of any securities is to be made under this 
regulation, there shall be filed with the Commission four copies of a notification 
on form 1—-E. The Commission may, however, in its discretion, authorize the 
commencement of the offering prior to the expiration of such 10-day period 
upon a written request for such authorization. 

(b) The notification shall be signed by the issuer and each person, other 
than the issuer, for whose account any of the securities are to be offered. If 
the notification is signed by any person on behalf of any other person, evidence 
of authority to sign on behalf of such other person shall be filed with the noti- 
fication, except where an officer of the issuer signs on behalf of the issuer. 

(c) Any amendment to the notification shall be signed in the same manner 
as the original notification. Four copies of such amendment shall be filed with 
the Commission at least 10 days prior to any offering of the securities subsequent 
to the filing of such amendment, or such shorter period as the Commission, in 
its discretion, may authorize upon a written request for such authorization. 

(d) A notification or any exhibit or other document filed as a part thereof 
may be withdrawn upon application unless the notification is subject to an 
order under rule 610 at the time the application is filed or becomes subject to 
such an order within 15 days (Saturdays, Sundays, and holidays excluded) there- 
after; provided, that a notification may not be withdrawn after any of the 
securities proposed to be offered thereunder have been sold. Any such application 
shall be signed in the same manner as the notification. 


Rule 605. Filing and use of the offering circular 

(a) Except as provided in paragraph (b) of this rule and in rule 606— 

(1) No written offer of securities of any issuer shall be made under this 
regulation unless an offering circular containing the information specified in 
schedule A is concurrently given or has previously been given to the person 
to whom the offer is made, or has been sent to such person under such cir- 
cumstances that it would normally have been received by him at or prior 
to the time of such written offer ; and 

(2) No securities of such issuer shall be sold under this regulation unless 
such an offering circular is given to the person to whom the securities were 
sold, or is sent to such person under such circumstances that it would nor- 
mally be received by him, with or prior to any confirmation of the sale, or 
prior to the payment by him of all or any part of the purchase price of the 
securities, whichever first occurs. 

(b) Any written advertisement or other written communication, or any radio 
or television broadcast, which states from whom an offering circular may be 
obtained and in addition contains no more than the following information may 
be published, distributed, or broadcast at or after the commencement of the 
public offering to any person prior to sending or giving such person a copy of 
such circular: 

(1) The name of the issuer of such security ; 

(2) The title of the security, the amount being offered, and the per-unit 
offering price to the public; and 


(3) The identity of the general type of business of the issuer. 
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(c) The offering circular may be printed, mimeographed, lithographed, or 
typewritten, or prepared by any similar process which will result in clearly 
legible copies. If printed, it shall be set in roman type at least as large ag 
10-point Modern type, except that financial statements and other statistical.or 
tabular matter may be set in roman type at least as large as 8 point Modern 
type. All type shall be leaded at least 2 points. 

(d@) If the offering is not completed within 9 months from the date of the 
offering circular, a revised offering circular shall be prepared, filed, and used in 
accordance with these rules as for an original offering circular. In no event 
shall an offering circular be used which is false or misleading in light of the 
circumstanees then existing. 

(e) Four copies of the offering circular required by this rule, which is to be 
used at the commencement of the offering, shall be filed with the notification 
at the time such notification is filed and shall be deemed a part thereof. If 
the offering circular is thereafter revised or amended, four copies of such revised 
or amended circular shall be filed as an amendment to the notification at least 
10 days prior to its use, or such shorter period as the Commission may, in itg 
discretion, authorize upon a written request for such authorization. 


Rule 606. Offering not in excess of $50,000 

No offering circular need be filed or used in connection with an offering of 
securities under this regulation if the aggregate offering price of all securities 
of the issuer offered or sold without the use of such an offering circular does 
not exceed $50,000, computed in accordance with rule 603, provided the following 
conditions are met: 

(a) There shall be filed as an exhibit to the notification four copies of a state- 
ment setting forth the information (other than financial statements) required 
by schedule A to be set forth in an offering circular. 

(b) No advertisement, article, or other communication published in any news- 
paper. magazine, or other periodical and no radio or television broadcast in 
regard to the offering shall contain more than the following information: 

(1) The name of the issuer of such security : 

(2) The title of the security, amount offered, and the per-unit offering 
price to the public : 

(3) The identity of the general type of business of the issuer; and 

(4) By whom orders will be filled or from whom further information may 

be obtained. 


Rule 607. Sales material to be filed 
Four copies of each of the following communications prepared or authorized 
by the issuer or anyone associated with the issuer, any of its affiliates, or any 
principal underwriter for use in connection with the offering of any securities 
under this regulation shall be filed with the Commission at least 5 days (exclu- 
sive of Saturdays, Sundays, and holidays) prior to any use thereof, or such 
shorter period as the Commission, in its discretion, may authorize: 
(a) Every advertisement, article, or other communication proposed to be 
published in any newspaper, magazine, or other periodical ; 
(b) The script of every radio or television broadcast: and 
(c) Every letter, circular, or other written communication proposed to 
be sent, given, or otherwise communicated to more than 10 persons. 


Rule 608. Prohibition of certain statements 


No offering circular or other written or oral communication used in connection 
with any offering under this regulation shall contain any language stating or 
implying that the Commission has in any way passed upon the merits of, or 
given approval to, guaranteed, or recommended the securities offered or the 
terms of the offering, or has determined that the securities are exempt from 
registration, or has made any finding that the statements in any such offering 
circular or other communication are accurate or complete. 


Rule 609. Reports of sales hereunder 

Within 30 days after the end of each 6-month period following the date of 
the original offering circular, or of the statement required by rule 606, the issuer 
or other person for whose account the securities are offered shall file with the 
Commission four copies of a report on form 2-E containing the information 
called for by that form. A final report shall be made upon completion or termi- 
nation of the offering and may be made prior to the end of the 6-month period 
in which the last sale is made. 
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Rule 610. Suspension of exemption 


(a) The Commission may, at any time after the filing of a notification, enter 
an order temporarily suspending the exemption, if it has reason to believe that 
(1) No exemption is available under this regulation for the securities 
purported to be offered hereunder or any of the terms or conditions of this 
regulation have not been complied with, including failure to file any report 

as required by rule 609; 

(2) The-notification; the offering: circular, or anyother sales literature 
contains any untrue statement of a material fact or omits to state a material 
fact necessary in order to make the statements made, in the light of the 
circumstances under which they are made, not misleading ; 

(3) The offering is being made or would be made in violation of section 17 
of the act; 

(4) Any event has occurred after the filing of the notification which 
would have rendered the exemption hereunder unavailable if it has occurred 
prior to such filing; 

(5) Any person specified in paragraph (b) of rule 602 has been indicted 
for any crime or offense of the character specified in subparagraph (3) 
thereof, or any proceeding has been initiated for the purpose of enjoining 
any such person from engaging in or continuing any conduct or practice of 
the character specified in subparagraph (4) of such paragraph ; 

(6) Any person specified in paragraph (c) of rule 602 has been indicted 
for any crime or offense of the character specified in subparagraph (1) 
thereof, or any proceeding has been initiated for the purpose of enjoining 
any such person from engaging in or continuing any conduct or practice of 
the character specified in subparagraph (2) of such paragraph: or 

(7) The issuer or any officer, director, or underwriter has failed to cooper- 
ate, or has obstructed or refused to permit the making of an investigation 
by the Commission in connection with any offering made or proposed to be 
made hereunder. 

(b) Upon the entry of an order under paragraph (a) of this rule, the Com- 
mission will promptly give notice to the persons on whose behalf the notification 
was filed, (i) that such order has been entered, together with a brief statement 
of the reason for the entry of the order, and (ii) that the Commission, upon 
receipt of a written request within 30 days after the entry of such order, will, 
within 20 days after the receipt of such request, set the matter down for hearing 
at a place to be designated by the Commission. If no hearing is requested and 
none is ordered by the Commission, the order shall become permanent on the 
80th day after its entry and shall remain in effect unless or until it is modified 
or vacated by the Commission. Where a hearing is requested or is ordered by 
the Commission, the Commission will, after notice of an opportunity for such 
hearing, either vacate the order or enter an order permanently suspending the 
exemption. 

(c) The Commission may at any time after notice of and opportunity for 
hearing, enter an order permanently suspending the exemption for any reason 
upon which it could have entered a temporary suspension order under para- 
graph (a) of this rule. Any such order shall remain in effect until vacated by 
the Commission. 

(d@) All notices required by this rule shall be given to the person or persons 
on whose behalf the notification was filed by personal service, registered mail, 
or confirmed telegraphic notice at the addresses of such persons given in the 
notification. 





SCHEDULE A. CONTENTS OF OFFERING CIRCULAR 


The offering circular required by rule 605 shall contain the following infor- 
mation : 

1. The following statement shall be set forth on the outside front cover page 
of the offering circular in capital letters in type as large as that used generally 
in the body of the circular: 

“These securities are offered pursuant to an exemption from registration with 
the U.S. Securities and Exchange Commission. The Commission does not pass 
upon the merits of, or approve, guarantee, or recommend any securities, nor 
does it pass upon the accuracy or completeness of any offering circular or other 
selling literature.” 

2. State the exact name and address of the issuer, the name of the State or 
other jurisdiction under the laws of which it was incorporated, and the date of 
its incorporation. 
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3. (a) Give the following information, in the tabular form indicated, on the 
outside front cover page of the offering circular on a per share or other unit 
basis. 


Offering price to public Underwriting discounts of Proceeds to issuer or other 
commissions | persons 





(b) If any of the securities-are to be offered for the account of any person 
other than the issuer, give the name and address of each such security holder, 
the total amount he owns and the amount to be offered hereunder for his 
account. 

4. (a) State the amount of securities to be offered pursuant to this regulation, 
the aggregate offering price to the public, the aggregate underwriting discounts 
or commissions, the amount of expenses of the issuer and the amount of ex- 
penses of the underwriters to be borne by the issuer, and the aggregate proceeds 
to the issuer or security holders for whose account the securities are to be 
offered. 

(b) If the securities are not to be offered for cash, state the basis upon which 
the offering is to be made. 

5. Describe briefly the method by which the securities are to be offered and if 
the offering is to be made by or through underwriters, the name and address of 
each underwriter and the amount of the participation of each such underwriter, 
indicating the nature of any material relationship between the issuer and such 
underwriter. 

6. Furnish a reasonably itemized statement of the purposes for which the net 
cash proceeds to the issuer from the sale of the securities are to be used and 
the amount to be used for each such purpose, indicating in what order of priority 
the proceeds will be used for the respective purposes. If the issuer has not yet 
obtained a license from the Small Business Administration, state whether the 
funds paid in by investors for the securities to be offered will be returned to 
them in the event such license is not obtained and describe the arrangements 
made to assure such return. 

7. Give a brief description of the securities to be offered pursuant to this 
regulation. Include the following information: 

(a) In the case of shares, the par or stated value, if any ; the rate of dividends, 
if fixed, and whether cumulative or noncumulative; a brief indication of the 
preference, if any; and if convertible, the conversion rate. 

(6) In the case of debt securities, the rate of interest; the date of maturity, 
or if the issue matures serially, a brief indication of the serial maturities, such 
as “maturing serially from 1965 to 1975”; if the payment of principal or interest 
is contingent, an appropriate indication of such contingency; a brief indication 
of the priority of the issue; and if convertible, the conversion rate. 

(c) In the case of any other kind of securities, appropriate information of a 
comparable character, 

8. State whether the issuer is a closed-end or open-end investment company, 
and whether it proposes to operate as a diversified or nondiversified investment 
company. 

Instructions.—The issuer may reserve freedom of action to change from a 
nondiversified to a diversified investment company. 

9. Furnish the information which would be required by items 2 and 3 of 
form N-—5 if a registration statement on that form were currently being filed. 

10. (a) Give the full names and complete resident addresses of all directors, 
officers, and members of the advisory board of the issuer, any investment adviser 
of the issuer and any persons who own of record or are known to own bene- 
ficially more than 10 percent of any class of securities of the issuer, other 
than the Small Business Administration. 

(b) State the aggregate annual remuneration of all directors and officers of 
the issuer as a group and the annual remuneration of each of the three highest- 
paid officers of the issuer. 
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(c) Describe all direct and indirect interests (by security holdings or other- 
wise) of each person named in answer to (@) above, (i) in the issuer and (ii) 
in any material transactions within the past 2 years or in any material pro- 
posed transactions to which the issuer was or is to be a party. Include the 
cost to such persons of any assets or services for which any payment by or for 
the account of the issuer has been or is to be made. 

11. Furnish appropriate financial statements of the issuer as required below. 
Such statements shall be prepared in accordance with generally accepted ac- 
counting principles and practices but need not be certified. 

(a) A balance sheet as of a date within 90 days prior to the date of filing 
the notification with the Commission. 

(b) A profit and loss or income statement for each of the last 3 fiscal years 
and for any subsequent period up to the date of the balance sheet furnished 
pursuant to (a) above. 

e 


FORM 1—-E NOTIFICATION UNDER REGULATION FE?” 


Item 1. The issuer 


State the exact name of the issuer and the address (street, city, and State) of 
its principal business office. 


Item 2. Affiliates and principal security holders of issuer 


List the full name and complete address of each of the following persons: 

(a) Each affiliate of the issuer, indicating the nature of the affiliation. 

(b) Each person who owns of record, or is known to own beneficially, 10 percent 
or more of the outstanding securities of any class of the issuer, stating the title 
and amount owned by each such person. 

Item 3. Directors and officers 

List the full name and complete residence of each of the following persons : 

(a) Each director of the issuer; 

(b) Each officer of the issuer, indicating all positions and offices held with 
the issuer ; 

(c) Each investment adviser. 


Item 4. Counsel for issuer and underwriters 


Give the name and address of counsel for the issuer in connection with the 
proposed offering. Furnish similar information as to any counsel for the 
underwriters. 

Item 5. Events making exemption unavailable 

State whether or not any event specified in rule 602 (b), (c), or (d) has oec- 
curred which would make an exemption under this regulation unavailable for 
securities of the issuer in the absence of a waiver by the Commission pursuant 
to rule 602 (e). 

Item 6. Jurisdictions in which securities are to be offered 

(a) List the names of the States and other jurisdictions in which the securities 
covered by this notification are proposed to be offered through underwriters, 
dealers, or salesmen in such jurisdictions. 

(b) If the offering is to be made by advertisements, mail, telephone, or other- 
wise in States or other jurisdictions other than those listed under (a) above, 
describe the methods proposed to be employed in making the offering therein and 
list such States or other jurisdictions to the extent that they are known. 

Nore.—No securities shall be offered or sold in any other State or juris- 
diction until an amendment to the notification has been filed listing the 
names of the additional jurisdictions. 


Item 7. Unregistered securities issued or sold within 1 year 

(a) As to any unregistered securities issued by the issuer within 1 year prior 
to the filing of this notification, state (i) the title and amount of securities 
issued ; (ii) the aggregate offering price or other consideration for which they 
were issued and the basis for computing the amount thereof; and (iii) the names 


of the persons or the identity of the class of persons to whom the securities were 
issued. 





The notification shall contain the item numbers and captions of all items, but the text 
of the items may be omitted if all of the information required by each item is clearly set 
forth under the respective item number and caption. 
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(6) As to any unregistered securities of the issuer which were sold within 
1 year prior to the filing of this notification by or for the account of any person 
who at the time was a director, officer, or principal security holder of the issuer, 
or was an underwriter of any securities of such issuer, furnish the information 
specified in (i) through (iii) of paragraph (a). 

(c) Indicate the section of the act or rule or regulation of the Commission 
under which exemption from registration was claimed with respect to such 
securities and state briefly the facts relied upon for the exemption. 


Item 8. Other present or proposed offerings 
State whether or not the issuer is presently offering or presently contemplates 


the offering of any securities, in addition to those covered by this notification. 
If so, describe fully the present or proposed offering. 


Item 9. Exhibits 

Four copies of each of the documents specified below shall be filed as exhibits 
to the notification. List under this item all such documents filed. 

(a) Any indenture or other instruments defining the rights of holders of 
debt securities to be offered hereunder. If equity securities are to be offered, 
furnish copies of the provisions of the governing instruments defining the rightg 
of holders of such securities. 

(b) All underwriting contracts relating to the securities to be offered here- 
under. 

(c) If any of the securities proposed to be offered hereunder are to be offered 
for the account of any person other than the issuer, a written statement 
signed by the issuer representing that the proposed offer will not interfere 
with any needed financing by the issuer under this regulation. 

(d) The offering circular or if the offering is to be made pursuant to rule 
606, the statement required by paragraph (a) of that rule and any offering 
circular to be used in connection with such offering. 

(e) A written consent and certification, signed by each underwriter of the 
securities proposed to be offered hereunder. All underwriters may, with appro- 
priate modifications, sign the same consent and certification or separate con- 
sents and certifications may be signed by any underwriter or group of under- 
writers. At least one copy of each consent and certification shall be signed 
manually. 

“1. The undersigned hereby consent to being named as underwrter in a 
notification and offering circular filed with the Securities and Exchange 
Commission by (name of issuer) pursuant to regulation E in connection 
with a proposed offering of (title of securities) to the public. 

“2. The undersigned hereby certifies that it furnished the statements 
and information set forth in such notification and offering circular with 
respect to the undersigned, its directors and officers or partners, that such 
statements and information are accurate, complete and fully responsive to 
the requirements of form 1—E and schedule A and do not omit any informa- 
tion required to be stated therein with respect of any of such persons, or 
necessary to make the statements and information therein with respect to 
any of them not misleading.” 

(f) If the issuer has not yet obtained a license from the Small Business Admin- 
istration, copies of any contract or arrangement made to assure that the funds 
paid in by investors for the securities to be offered will be returned to them 
in the event such license is not obtained. 


Signature * 


2 The notification shall be signed in accordance with rule 604. At least one copy shall 
be signed manually by or on behalf of the issuer and each selling security holder. Any 
copies not manually signed shall bear typed or printed signatures. 
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FORM 2—E. REPORT PURSUANT TO RULE 609 OF REGULATION E 


I RIE IR oc ia aaah icicle arpa to nlbeaebaata sepia wenbagiiniiiis=-aeaee tae aaa 
Es Gt SIN nc iad enetternnrint ener emnepsinantiecnianmtinainneniaamilans 
8. Date of this report —__ ee 
a I IIE OI is stg nope niet top aes end eircom 
aa. 228te Of erg completed, if COMDISUOE n-ne mae ean nn omawen—bees 
(c) If offering has not commenced, state reasons briefly 


5. (a) Total number of shares or other units offered hereunder __...-_________- 
(b) Number of such shares or other units sold from commencement of offering 
£0 C000 ini den uisiseatnleh~neeennnemeniendalcinadedee 
(c) Number of such shares or other units still being offered _....._.__-_______ 
6. (a) Total amount received from public from commencement of 
offering to date _____- a seta tsi atest daanien ik I iba aiid itt Ahh alas x 
(db) Underwriting discount allowed ~~....-.-..-.-.--____- Be coeent 
(c) Expenses paid to or for the account of the underwriters _ aa 
(d@) Other expenses paid to date by or for the account of the 
issuer : 
(1) Legal (including organization ) 
(3) Accounting iii. 3. tel 
(3) Printing and advertising —_ 
Cy ter a a SO SU ee ek el bea 
(e) Total costs and expenses ((b), (c), and (d)) 
(f) Proceeds to issuer after above deductions ((@) minus (e€))----. __- 

7. State briefly the nature and extent of each type of the issuer’s principal ac tivi- i- 
ties to date. 

8. State whether the offering has been discontinued, and if so, state the date 
and describe briefly the reasons for such discontinuance. 

9. List the names and addresses of all brokers and dealers who have, to the 
knowledge of the issuer or underwriters, participated in the distribution 
of the securities offered during the period covered by this report. 

Instructions.—In reports made subsequent to the initial report, the 
information need be given only with respect to persons not previously 


reported. 
dab al bl ballad Patil (mae Se ee 
SN esac os Secintenigicnssaregencrieecones. . SUE. eeninsnrtelgurcnigl rent titaisl gies as arate eet wae eee 
(Name and title) * 
nT ae abe (Selling security holder)? 
BE 55-45stspioldpitbibalainsist hice 


SECURITIES AND ExCHANGE COMMISSION 
Washington, D.C. 
SEcurITIES AcT or 1933 
INVESTMENT COMPANY Act OF 1940 


ADOPTION OF RULE 151 UNDER THE SECURITIES ACT OF 1933 AND RULE N-30-1 UNDER 
THE INVESTMENT COMPANY ACT OF 1940 


The Securities and Exchange Commission has adopted rules under the Securi- 
ties Act of 1933 and the Investment Company Act of 1940 defining the term “‘pub- 
lie offering” to exclude under certain conditions the offering of the stock of 
small business investment companies to small business concerns pursuant to the 
requirements of the Small Business Investment Act of 1958. Notice of the pro- 
posed action was published January 13, 1959, in Securities Act Release No. 4015 
(Investment Company Act Release No. 2818). 

Under section 304(d) of the Small Business Investment Act, whenever a 
small business investment company provides capital to a small business concern 
through the purchase of the latter's convertible debenture bonds, the small busi- 
ness concern is required to purchase stock of the small business investment com- 
pany in an amount equal to not less than 2 nor more than 5 percent of the capital 





3 At least one copy of the report shall be signed manually by each person whose signature 
is required. Any copies not manually signed shall bear typed or printed signatures. 
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so provided, in accordance with regulations of the Small Business Administra. 
tion. Those regulations specify certain minimum amounts of such stock which 
a small business concern is required to purchase depending upon the amount 
of capital which it obtains from a small business investment company through: 
the issuance of convertible debenture bonds. 

The new rules provide that a public offering of capital stock of a small busi- 
ness investment company is not deemed to be involved where the offer or sale ig 
made in connection with the purchase of debenture bonds from a small business 
concern pursuant to the requirements of the Small Business Investment Act, the 
amount of stock involved is the minimum required by that act and the regula- 
tions thereunder in connection with the particular transaction, and the stock ig 
acquired by the small business concern for investment and not with a view to itg 
distribution. 

I. Rule 151 which was adopted pursuant to the Securities Act of 1933, partiew 
larly section 19(a) thereof, reads as follows: 

Rule 151. Definitions of certain terms used in section 4(1) of the act 

The term “transactions by an issuer not involving any public offering” as used 
in section 4(1) of the act, shall be deemed to include the offer or sale of the 
capital stock of a small business investment company, licensed as such under 
the Small Business Investment Act of 1958, to a small business concern in not 
more than the minimum amount required to be purchased, with respect to the 
particular transaction, under the provisions of section 304 of such act and the 
rules and regulations thereunder, provided that— 

(a) The offer or sale is made only in connection with, and as a condition 
to, the purchase of debenture bonds from the small business concern by the 
small business investment company ; and 

(b) The capital stock acquired by the small business concern in connection 
with the offer and sale is purchased for investment and not with a view to 
the distribution thereof. 

II. Rule N-8C-1 which was adopted pursuant to the Investment Company 
Act of 1940, particularly section 38(a) thereof, reads as follows: 


Rule N-8C-1. Definition of certain terms used in section 3(c) (1) of the act 
The term “public offering” as used in section 3(c)(1) of the act shall not be 
deemed to include the offer or sale of the capital stock of a small business invest- 
ment company, licensed under the Small Business Investment Act of 1958, to a 
small business concern is not more than the minimum amount required to be 
purchased, with respect to the particular transaction, under the provisions of 
section 304 of such act and the rules and regulations thereunder, provided that— 
(a) The offer or sale is made only in connection with, and as a condition 
to, the purchase of debenture bonds from the small business concern by the 
small business investment company ; and 
(b) The capital stock acquired by the small business concern in connec- 
tion with the offer and sale is purchased for investment and not with a view 
to the distribution thereof. 
The above rules being rules of interpretation, shall become effective immedi- 
ately upon the publication thereof, February 13, 1959. 


By the Commission. 
OrvaL L. DuBots, Secretary. 


Appenpix IT 


(Supplemental information received from the Small Business 
Administration :) 


B. LETTER FROM DUNCAN READ TO STAFF DIRECTOR—SEPTEMBER 
29, 1959 
SEPTEMBER 29, 1959. 

Mr. WALTER STULTs, 
Staff Director, Select Committee on Small Business, 
U.S. Senate, Washington, D.C. 

Dear Mr. Stutts: In response to your request made during our meeting last 
week, there are set forth below administrative rulings implementing the Small 
Business Investment Act regulations, which rulings at the present time generally; 








A. SBA ORGANIZATION CHARTS 


SMALL BUSINESS ADMINISTRATION 





Under general direction of the President, serves as Administrator. Determines 
Soccccocconcsqooooocesoooonsscossnooooonsoossosl policy and directs programs to aid and protect smal) business. Serves as Chair- 
: man of the Loan Policy Board. Authorizes direct or participation loans to small 


NATIONAL COUNCIL OF CONSULTANTS ;*##sessesesee 


BOARD ; 


business; authorizes catastrophe relief loans. Consults with Federal, State and ah 
local agencies in behal! of siali business interests in the national economy. Fie- “ennetnesaeensnonreen vecssesens 
ports to the President and Congress on agency program accomplishments and 

problems. 





e GENERAL COUNSEL 
e INFORMATION 


e@ ECONOMIC ADVISER 


eMANAGEMENT AND 
RESEARCH ASSISTANCE 





¥ 
; 





DEPUTY ADMINISTRATOR DEPUTY ADMINISTRATOR DEPUTY ADMINISTRATOR ee DEP 
FOR ADMINISTRATION FOR PROCUREMENT & TECHNICAL ASSISTANCE FINANCIAL ASSISTANCE FOR | 















° 
4 Directs and coordinates the activities of the Offices Coordinates SBA procurement, production, disposal, Coordinates SBA financial assistance programs. J %; Directs develcome: 
of Conuclier, Personnel, Program Analysis and Or- research and development, products and technical rects development of policies and programs of lending vestment and send 
ganization and Management. Directs administrative assistance programs. Develops policies and pre- and financial counseling. Recommends to the Ad- vestment Act of 19 
operations of SBA Washington and field offices in sents proposals to Administrator. Directs the devel- ministrator changes in policy requiring approval of © v felor changes in p 
accordance w:th approved policies. Conducts inter- opment oi procedures for guidance of field offices. Loan Policy Board. Directs the development of leak | Lom Policy Board 
agency neaotictions involving administrative policy Conducts negotiations on proposed programs and ing and financial counseling programs and technicél , pal] business inv 
and procedure. Coordinates SBA activities under policy. Represents SBA on inter-agency committees. procedures for use in field offices. Approves Lot 4 Mequests for the pu 
the defense mobilizaticn program. Reviews reports and initiates corrective policies Authorizations as delegated, Serves as Top Loan ing of loans to sm 
when necessary. Specialist. Reviews Financial Assistance operating | aad state and loca 
and initiates corrective policies when required. a Smal] Business: In 
@nd initiates corre 





REGIONAL OFFICES 


Responsible for the administration of financial, investment, procurement, pro- 
duction, disposal, research and development, managerial, and other assigned 
assistance programs at the field level under the technical direction of the Wash- 
ington Office. Recommends changes in programs or policy and proposes new pro- 
grams based upon developments in the region which affect small business. Rep- 


JOINS TUIUpY 


SaUuIDs: “G f[epuey :peaocmddy 


8561 ‘LI Jequiaidag 


resents the agency by maintaining contacts and cooperating with voluntary busi- 
ness, press, radio, professional, educational, and other organizations and with 
Federal and State agencies. 


52107 O -60 (Face p. 278) No. 1 








A. SBA ORGANIZATION CHARTS 


SMALL BUSINESS ADMINISTRAT 





ADMINISTRATOR 


Under general direction of the President, serves as Administrator. D: 
woccevecoseneccocncssoosees, policy and directs programs to aid and protect smal] business. Serve: 

: man of the Loan Policy Board. Authorizes direct or participation loa 
Ci. OF CONSUL TANTS a business; authorizes catastrophe relief loans. Consults with Federal 
se local agencies in behall of saal! business interests in the national e 
ports to the President and Congress on agency program accomplishme: 
problems. 










eGENERAL COUNSEL 
e INFORMATION 
@ ECONOMIC ADVISER 


e@MANAGEMENT AND 
RESEARCH ASSISTANCE 





DEPUTY ADMINISTRATOR 
FOR PROCUREMENT & TECHNICAL ASSISTANCE 


Coordinates SBA procurement, production, disposal, 
research and development, products and technical 
assistance programs. Develops policies and pre- 
sents proposals to Administrator. Directs the devel- 
opment oi procedures for guidance of field offices. 
Conducts negotiations on proposed programs and 
policy. Represents SBA on inter-agency committees. 
Reviews reports and initiates corrective policies 
when necessary. 



















Coordinates SBA finc 
tects development of 
and financial counse! 
ministrator changes i 
Loan Policy Board. 

ing and financial cou 
procedures for use in 
Authorizations as de! 
Specialist. Reviews 
and initiates correcti 





REGIONAL OFFICES 





Responsible for the administration of financial, investment, procureme 
duction, disposal, research and development, managerial, and other as 
assistance programs at the field level under the technical direction of 
ington Office. Recommends changes in programs or policy and propos: 
grams based upon developments in the region which affect small busin 
resents the agency by maintaining contacts and cooperating with volur 
ness, press, radio, professional, educational, and other organizations 
Federal and State agencies. 





BRANCH OFFICES 





CHARTS 



























ISTRATION F 
Eg 
& 
ministrator. Determines 
siness. Serves as Chair- geeccccconssnnseccaceossoscooss 
rte a a ay LOAN POLICY BOARD 
DEPUTY ADMINISTRATOR DEPUTY ADMINISTRATOR 
FINANCIAL ASSISTANCE FOR INVESTMENT DIVISION z 
Zz 
inates SBA financial assistance programs. Di- Directs development of policies and programs of in- = 


vestment and lending under the Smali Business In- 
vestment Act of 1958. Recommends to the Adminis- 
trator changes in policy requiring approval of the 
Loan Policy Board. Issues licenses and permits to 
smal] business investment companies and approves 
requests for the purchase of debentures and the grant- 
ing of loans to smal] business investment companies 
and state and local development companies. Reviews 
Smal] Business Investment Division's operations, 

and initiates corrective action when required. 


development of policies and programs of lending 
nancial counseling. Recommends to the Ad- 
rator changes in policy requiring approval of 
Policy Board. Directs the development of lend- 
d financial counseling programs and technical 
lures for use in field offices. Approves Loan 
‘izations as delegated, Serves as Top Loan 
list. Reviews Financial Assistance operations 
jtiates corrective policies when required. 







rent, procurement, pro- 
u, and other assigned 
sal direction of the Wash- 
icy and proposes new pro- 
ect small business. Rep- 
ting with voluntary busi- 
organizations and with 


Secnsocgccasecoseosesooonoson 


NATIONAL BOARD OF 
FIELD ADVISERS 


geececeeerrs 
Becccccecs 


101 vonses 





nN 
6 
Zz 
-~ 
co 
—< 
Nn 
a 
vo 
. 
~ 
~~" 
° 
~o 
' 
° 
~ 
° 
- 
N 
w 


Directs and coordin 
for the agency, and 
trends, recommends 
icy. -Conducts stud 
trols, regulations, «¢ 
in terms of credit, e 


groups or agencies. 
ing a detailed defin 
criteria for size det 
Business Certificat 








OFFICE OF ECONOMIC ADVISER 


cts and coordinates economic policy and evaluation 
he agency, and based upon evaluations of economic 
is, recommends to the Administrator changes in pol- 
Conducts studies of tax structure, governmental con- 
, regulations, etc., as they relate to small business 
sms of credit, expansion, output, price, inventory, 
1cial conditions and related factors. Represents the 
cy at inter-agency economic policy meetings such as 
Souncil of Economic Advisers, Department of Com- 
e, Treasury, Federal Reserve Board, and related 
ps or agencies. Conducts research essential to mak- 
1 detailed definition of small business; Establishes 
ria for size determination and issues or denies Small 
iness Certificates. 


LIQUIDATION AND LITIGATION 


DIVISION 
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OFFICES REPORTING DIRECTLY TO THE ADMINISTRATOR 


ADMINISTRATOR 





OFFICE OF GENERAL COUNSEL 


Analyzes and interprets legislation, regulations and orders 
relating to the operation of SBA. Aavises the Adminis- 
trator and other officials as to the legal aspects of the 
development and execution of policies and programs. Ne- 
gotiates with Government agencies as to the legal aspects 
of matters pertaining to responsibilities of SBA, and drafts 
resultant agreements. Develops legal theories incorpo- 
rated in requests of the Comptroller General or other Gov- 
ernment agencies for decisions in matters of interest to 
small business. 


Gives legal counsel and drafts legal instruments for the 
development of policies, operating procedures and inter- 
agency agreements relating to the financial, investment, 
technical and procurement assistance programs, including 
the providing of funds in connection with small business 
research and management counseling. Determines eligi- 
bility of applicants for assistance from SBA. Advises 
with respect to servicing and liquidation of loans and 
assists and participates with the Department of Justice 
in litigation arising from delinquent loans, criminal mat- 
ters, and other SBA program activities. 




































Provides legal advice in the formation of defense produc- 
tion pools and research and development pools. Reviews 
legislative proposals affecting small business and devel- 
ops recommendations for the Bureau of the Budget and Con- 
gressional Committees; prepares legislative proposals re- 
lating to SBA; and develops reports for Congressional hear 
ings or the Office of the President. Prepares documents 
for publication in the Federal Register, and is responsible 
for interpreting the Administrative Procedures Act. 


LOAN DIVISION 


ADMINISTRATIVE DIVISION 


LEGISLATIVE BRANCH 


See Chart 2(b) for Division and Branch functional descriptions 


Chart 2 


PROCUREMENT, LEGISLATIVE, AND 





PROCUREMENT LAW BRANCH 











OFFICE OF INFORMATION 


Directs the preparation and issuance of current relea: 

background statements, pamphlets and other informatia 
materials to the public and to small business; maintai 
contact with newspapers, business press, trade asso 
tions, chambers of commerce and similar groups, for 
lease of information regarding the policies and progra 
of the Administration. Assists the Office of Economia 
Adviser in the preparation of the semi-annual report a 
style, format, and editing pr‘or to publication. Acts f 
the Administrator in the development and preparation oa 
public statements and special reports. Fulfills Cong 

sional requests for information on agency activities. 
tects a program for providing adequate public informat 
material to meet the needs as they arise at the local ai 
regional level to further the programs and policies of 
agency. 


LEGAL INVESTMENT DIVISION 


ADMINISTRATIVE LAW BRANCH 











OFFICE OF GENERAL COUNSEL 


Analyzes and interprets legislation, reguiations and orders 
relating to the operation of SBA. Aavises the Adminis- 
trator and other officials as to the legal aspects of the 
development and execution of policies and programs. Ne- 
gotiates with Government agencies as to the legal aspects 
of matters pertaining to responsibilities of SBA, and drafts 
resultant agreements. Develops legal theories incorpo- 
rated in requests of the Comptroller General or other Gov- 
ernment agencies for decisions in matters of interest to 
small business. 


Gives legal counsel and drafts legal instruments for the 
development of policies, operating procedures and inter- 
agency agreements relating to the financial, investment, 
technical and procurement assistance programs, including 
the providing of funds in connection with small business 
research and management counseling. Determines eligi- 
bility of applicants for assistance from SBA. Advises 
with respect to servicing and liquidation of loans and 
assists and participates with the Department of Justice 
in litigation arising from delinquent loans, criminal mat- 
ters, and other SBA program activities. 





































Provides legal advice in the formation of defense produc- 
tion pools and research and development pools. Reviews 
legislative proposals affecting smal! business and devel- 
ops recommendations for the Bureau of the Budget and Con- 
gressional Committees; prepares legislative proposals re- 
lating to SBA; and develops reports for Congressional hear- 
ings or the Office of the President. Prepares documents 
for publication in the Federal Register, and is responsible 
for interpreting the Administrative Procedures Act. 
















LOAN DIVISION 


See Chart 2(b) for Division and Branch functional descriptions 
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PROCUREMENT, LEGISLATIVE, AND 
ADMINISTRATIVE DIVISION 


LEGISLATIVE BRANCH PROCUREMENT LAW BRANCH 
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ADMINISTRATOR 
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ADMINISTRATIVE Li 








HE ADMINISTRATOR 


OFFICE OF INFORMATION 


e preparation and issuance of current releases, 
d statements, pamphlets and other informational 
to the public and to smal! business; maintains 
th newspapers, business press, trade associa- 
mbers of commerce and similar groups, for re- 
iformation regarding the policies and programs 
uinistration. Assists the Office of Economic 
the preparation of the semi-annual report as to 
vat, and editing prior to publication. Acts for 
istrator in the development and preparation of 
tements and special reports. Fulfills Congres- 
uests for information on agency activities. Di- 
gram for providing adequate public informational 
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vel to further the programs and policies of the 


AL INVESTMENT DIVISION 


NISTRATIVE LAW BRANCH 





a 
OFFICE OF MANAGEMENT AND RESEARCH ASSISTANCE 


Plans, directs, and coordinates management and research 
assistance programs. 


Develops policies and procedures for the administration of 
the program of assistance to small-business concerns 
through research studies; management courses, workshop 
study groups and conferences; management and technical 
publications; management and marketing counseling. 


Determines the need for, and coverage of, research into 
management problems affecting small-business. 


Coordinates the activities of the Management Research 
Advisory Council and recommends to the Administrator 
which university, college, other educational or state in- 
stitution should receive funds made available as a result 
of Sec. 602, (C) P. L. 699, 85th Congress, for research 
concerning the management of small business concerns. 


Acts as contracting officer for business, economic, and 
management research contracts (not including R and D 
contracts). 


Provides technical direction and coordination to field 
offices in the administration and operation of the programs. 





MANAGEMENT DEVELOPMENT 
DIVISION 


MANAGEMENT METHODS 
DIVISION 


RESEARCH STUDIES 
DIVISION 


COUNSELING AND CONFERENCE 
DIVISION 





See Chart 2(a) for Division functional descriptions 
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Reviews and implements 
licensing of smal] busine 
companies under the Inv 
recommends appropricte 
and implements requests 
sion of development com 
business investment con 








LICENSING AND LOANS DIVISION 


Develops and recommends reguictions, procedures and criteric relating to the purchasing 
of debentures from, and granting of loans to, smal! business investment companies and 
loans to small-business concerns by such companies. Develops and recommends requice- 
tions, procedures, and criteria relating to loans to State and loca! development companies 
and loans to small-business concerns by such companies. Reviews requests for SBA to 
purchase debentures issued by small business investment companies, ond recommends 
approval or disapproval of such requests. Reviews and makes recommendations on oppli- 
cations for loans to small business investment companies. Reviews and recommends the 
approval or declination of applications for loans to State and local development companies. 
Develops and recommends reguictions and procedures for the licensing of small business 
investment companies, the conversion of State-chartered and state development companies 
to small business investment companies, and the processing of requests for State-chart- 
ered companies to operate under the Act. Reviews requests for permits, conversion or 
the establishment and/or licensing of small business investment and development com 
panies to operate under the Investment Act and recommends appropriate action to the 


Director, Office of Investment. 


LICENSING BRAKCH 


and implements requests for the 
| of smal) business investment 

s under the Investment Act and 
1ds appropriate action. Reviews 
pments requests for the conver 
evelopment companies into small 
investment companies and 

wis appropriate action. 












Reviews and implements requests for 
SBA to purchase debentures issued by 
smal] business investment companies, 
and recommends approval or disapproval 
of such requests. Reviews, implements, 
and makes recommendations on appli- 
cations for loans to small business in- 
vestment companies. Reviews and rec 
ommends conditions for other borrowing 
of SBIC‘s. 






INVESTMENT CO. LOAN BRANCH DEVELOPMENT CO. LOAN BRANCH 


SMALL BUSINESS INVESTMENT DIVISION 


DEPUTY ADMINISTRATOR FOR THE INVESTMENT DIVISION 


Directs development of policies and programs of investment and lending under the Small Bus 
nese Investment Act of 1958. Recommends to the Administrator changes in policy requiring ap- 
proval of the Loan Policy Board. Iseuss licenses and permite to smal) business investment 
companies and approves requests for the purchase of debentures and the granting of loans to 
mal) businese investment companies and State and local development companies. Reviews 
Small Business Investment Division's operations, and initiates corrective action when required. 
Maintains liaison with the Securities and Exchange Commission and/or other government 
agencies pertaining to matters of mutua) interest. 











Directs and odministers policies and programs of investment and lending under the Smal] Busi- 
ness Investment Act of 1958. Reviews and makes recommendations regarding the issuance of 
licenses and permits to small business investment companies. Reviews and makes recommen 
dations on requests for the purchase of debentuwes and the making of loans to such companies. 
Formulctes reguistions covering the operations of the investment companies and directs the 
excmination thereof. Reviews and recommends the approval or disapproval of requests from 
State-chartered companies to operate under the Act. Recommends or requests the conversion 
of State-chartered investment companies and State development companies into smal] business 
investment companies. Directs the development of regulations and criteria in connection with 
the investment and lending progroms. Directs the preparation of instructiona! menuels and re- 
ports. Provides technical direction and coordination to the field offices in the administration 
and operction of the small business investment program. 








Reviews and recommends the approval 
or declination of applications for loans 
to State and local development com- 
panies. Handles al) matters and relo- 
tionships pertaining to state and local 
development companies (except loan 
servicing). 

































pledged or possibile Liquidation. 


Develops, implements, ond recommends 
regulations and procedures for the exam 
inetion of investment and development 
companies opercting under the Act. 
Conducts examinations of investment 
and development companies to evalucte 
the soundness of the operations and to 
determine compliance with the regulo- 
tions issued under the Act. Recommends 
initiation of appropriate action as co re- 
sult of the examinction. Develops, 
implements, and recommends requlo- 
tions and procedures for o call of a 
stctement of condition. 









































































NSING AND LOANS DIVISION 





SMALL BUSINESS INVESTMENT DIVISION 





DEPUTY ADMINISTRATOR POR THE INVESTMENT DIVISION 





Directs development of policies and programs of investment and lending under the Smal 
ness Investment Act of 1958. Recommends to the Administrator changes in policy requ 
proval of the Loan Policy Board. lesuse licenses and permits to smal! businese invest 
companies and approves requests for the purchase of debentures and the granting of loc 
emal) business investment companies and State and local development companies. Rev 
Sencll Business Investment Division's operations, and initictes corrective action when 
Maintains licison with the Securities and Exchange Commission and/or other governme: 
agencies pertaining to matters of mutual interest. 








OFFICE OF INVESTMENT 





Directs and odministers policies and programs of investment and lending under the Sm: 
ness investment Act of 1958. Reviews and mckes recommendations regarding the issu 
licenses and permits to smal! business investment companies. Reviews and makes re 
dotions on requests for the purchase of debentwes and the making of loans to such co: 
Formulctes requistions covering the operations of the investment companies and direc 
excminction thereof. Reviews and recommends the approval or disapproval of requests 
Stete-chartered companies to operate under the Act. Recommends or requests the con 
of State-chartered investment companies and Stote development companies into small | 
investment companies. Directs the development of regulations and criteria in connect 
the investment and lending progroms. Durects the preparation of instructional manuels 
ports. Provides technical direction and coordination to the field offices in the odmini 
and operation of the small business investment program. 
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jating to loans to State and loca! development companies 
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requests. Reviews and makes recommendations on oppli- 
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Prepares and coordinates the investment and other manw- 
al instructions relating to the investment progrem includ 
ing revisions thereto. Recommends and develops other 
instructional notices and reports to the field offices re 
garding the investment program. Coordinates with the 
Olfice of the Controller the preparation of budget esti- 
motes and justifications. Coordinates with the Office of 
Personne! cll personnel matters of the Division. Handles 
all trove! and other administrative motters for the lnvest- 
ment Division. Participctes with the Office of Personnel 
in carrying out approved training program for the Invest- 
ment Division. 


INVESTMENT ADMINISTRATION DIVISION 


Develops and recommends reguictions aid procedures for the examination of investment 
and development companies operating under the Act. Conducts examinations of invest- 
ment and development companies to evalucte the soundneas of the operations and to 
determine compliance with the reguictions issued under the Act. Develops and recom 
mends reguictions and procedures for a call of o statement of condition. Recommends 
initiation of appropricte action as a result of the examination. Services debentures 
purchased from investment companies by reviewing and making recommendations on 
proposals to establish redemption funds, revise moturities, or issue additiona! equity 
obligations, and checks on the development of situctions which would involve Liquide 
tion of the debentures or the assumption of manogement supervision of the company. 
Services loans to investment companies and Sicte and local development companies, 
and reviews and makes recommendations on matters affecting the loan collateral 
pledged or possible Liquidation. 
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Develops, implements, and recommends 
regulations and procedures for the exam 
inetion of investment and development 
companies operating under the Act. 
Conducts examinations of investment 
and development companies to evalucte 
the soundness of the operctions and to 
determine compliance with the regulo- 
tions issued under the Act. Recommends 
initiation of appropriate action as a re- 
sult of the examinction. Develops, 
implements, and recommends requlo- 
tions and procedures for co call of a 
statement of condition. 


Services debentwes purchased from in- 
vestment companies by reviewing and 
making recommendations for the orderly 
and expeditious redemption, or extension 
of obligations. Investiqetes situctions 
which would involve liquidation of the 
debentures or the assumption of manege- 
ment supervision of the investment 
company and recommends appropriate 
action. Services loans to investment 
companies ond State and local develop- 
ment companies, and reviews and mokes 
recommendations on matters affecting the 
lean collcteral pledged or possible 
liquidation. 
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LIQUIDATION AND LITIGATION DIVISION 


Advises and counsels operating officials with respect 
legal action to be taken in connection with the servicing 
d collection of loans and investments. Acts as liaison 
th the Department of Justice and with all field offices on 
fil litigation and criminal matters. Refers to the Depart- 
nt of Justice for collection and other action to protect 
erests of SBA, delinquent loans and all other civil litiga- 
n. Refers to the Department of Justice for appropriate 
tion any evidence indicating a criminal violation of the 
all Business Act, the Small Business Investment Act or 
» Criminal Code of the United States. Prepares cases 
‘submission to the Department of Justice for litigation 
prosecution, obtaining and evaluating evidence, conduct- 
} pre-trial interviews and investigations, and actively 
sisting United States Attomeys in the trial of cases, 
enever necessary or requested. Advises Administrator, 
erating officials and field offices with respect to all mat- 
s involving subpoenas and disclosure of information. 
Liaborates with the Security & Investigations Division 
th respect to any improper activities by representatives 
borrowers, being responsible for the conduct of any dis- 
rment proceedings which may be instituted as a result 
such misconduct. Participates with the other divisions 
the Office of the General Counsel with respect to any 
blems in the above categories which arise in connection 
th their functions and activities. 


small business or the operations of SBA. 
to the functions of SBA. 


of the Budget respecting such legislative matters; and prepares answers to all 
inquiries relating thereto. 




















Gives legal counsel to Agency officials in the develop- 
ment of policies and operating procedures relating to the 
financial assistance programs under Section 7 of the SBA 
Act, as amended. 

Advises with respect to legal problems arising in con- 
nection with individual loan applications, loan disburse- 
ments, and administration and servicing of current loans, 
and determines legal action necessary to protect the Admin- 
istration’s interest in such loans. 

Renders opinions interpreting SBA Act, Regulations 
and Loan Policy Statement, especially loan eligibility re-_ 
quirements involving novel and complex situgtiohs. Serves 
with Loan Eligibility Advisory Committee. Advises Field 
Counsel of current eligibility determinations by compiling 
monthly digest of eligibility opinions. 

Analyzes and comments on proposed new loan programs 
and procedures within existing legislative authority, and 
also on new legislative lending proposals. 

Participates in drafting, reviewing and revising stand- 
ard SBA loan forms. Participates in drafting, reviewing and 
revising of SBA financial assistance manuals and other 
instructional memoranda, bulletins and publications. 

Prepares for publication in Federal Register official 
Declarations of Disaster Area and official statements in- 
volving group loans. 

Continuous review and liaison with Regional Counsel 
and their staffs conceming field legal operations within 
loan division jurisdiction, and also analysis of field attor- 
ney work measurement reports and statistics. 

Maintains liaison with Department of Interior, Depart- 
ment of Agriculture, Department of Justice, Housing and 
Home Finance Agency, and other Government agencies 
on legal matters relating to the loan programs, 


LEGISLATIVE BRANCH 


Reviews all legislation or legislative proposals affecting the interests of 









Prepares legislative proposals relating to the interests of smal] business or 
Prepares statements and reports for Congressional hearings and the Bureau 





Compiles SBA Digest of the Congressional Record. 


search and development pools. 


ernment procurement officials. 


OFFICE OF GENERAL COUNSEL 


LOAN DIVISION 





PROCUREMENT LAW BRANCH 


Gives legal counsel to agency officials in the development of policies, requ- 
lations, interagency agreements and operating procedures relating to the procure- 
ment and technical assistance programs, including products assistance, Certifi- 
cates of Competency and joint determinations. 

Analyzes regulations and policies of civilian and military procurement agen- 
cies for the development of proposals for changes therein to assist small busi- 


Drafts legal instruments necessary to the taking by SBA of Government 
prime contracts and awarding of subcontracts. 
Provides legal advice in the formation of defense production pools and re- 


Participates in legal aspects of interagency activities designed to assist 
smal] business participation in goverment procurement. 
Renders assistance to smal] business concerns in their dealings with gov- 


Reviews and forwards to appropriate Federal agencies, for appropriate ac- 
tion, information concerning activities detrimental to small business concems. 





PROCUREMENT, LEGISLATIVE, AND © 
ADMINISTRATIVE DIVISION } 
Gives legal counsel to agency officials in the ¢ 
ment of policies, interagency agreements and opera 
cedures relating to the procurement and technical a 
programs, including products assistance, Certificat 
Competency, joint determinations, size standards and 
providing of funds in connection with small business 
search and management counseling. 
Analyzes regulations and policies of civilian a 
tary procurement agencies for the development of pro 
for changes therein to assist small businesses. : 
Drafts legal instruments necessary to the taking 
SBA of Government prime contracts and awarding of 
contracts, 
Provides legal advice in the formation of defen: 
duction pools and research and development pools. 
Reviews the legislation or legislative proposals 
ing small business and develops recommendations fe 
Bureau of the Budget concerning such legislation; fp 
legislative proposals relating to the programs of SBA 
develops reports or statements for Congressional hea 
or the Office of the President. 
Advises and assists agency officials in the d 
ment of policies and procedures relating to administrd 
functions of the agency and the solution of fiscal, p 
nel, security and compliance, contractual, and other 4 
istrative problems. 
Prepares documents for publication in the F ederc 
Register, and is responsible for interpreting the req 
ments of the Administrative Procedures Act. ; 
Gives legal counsel to agency officials relating 
Government Continuity Program. 






























































































































OFFICE OF GENERAL COUNSEL 











PROCUREMENT, LEG! 
LOAN DIVISION ADMINISTRATIVE 

Gives legal counsel to Agency officials in the develop- 
ment of policies and operating procedures relating to the 
financial assistance programs under Section 7 of the SBA 
Act, as amended. 

Advises with respect to legal problems arising in con- 
nection with individual loan applications, loan disburse- 
ments, and administration and servicing of current loans, 
and determines legal action necessary to protect the Admin- 
istration’s interest in such loans. 

Renders opinions interpreting SBA Act, Regulations 
and Loan Policy Statement, especially loan eligibility re- | 
quirements involving novel and complex situgtiohs. Serves 
with Loan Eligibility Advisory Committee. Advises Field 
Counsel of current eligibility determinations by compiling 
monthly digest of eligibility opinions. 

Analyzes and comments on proposed new loan programs 
and procedures within existing legislative authority, and 
also on new legislative lending proposals. 

Participates in drafting, reviewing and revising stand- 
ard SBA loan forms. Participates in drafting, reviewing and 
revising of SBA financial assistance manuals and other 
instructional memoranda, bulletins and publications. 

Prepares for publication in Federal Register official 
Declarations of Disaster Area and official statements in- 
volving group loans. 

Continuous review and liaison with Regional Counsel 
and their staffs conceming field legal operations within 
loan division jurisdiction, and also analysis of field attor- 
ney work measurement reports and statistics. 

Maintains liaison with Department of Interior, Depart- 
ment of Agriculture, Department of Justice, Housing and 
Home Finance Agency, and other Government agencies 
on legal matters relating to the loan programs. 
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PROCUREMENT LAW BRANCH 


Gives legal counsel to agency officials in the development of policies, regu- 
lations, interagency agreements and operating procedures relating to the procure- 
ment and technical assistance programs, including products assistance, Certifi- 
cates of Competency and joint determinations. 

Analyzes regulations and policies of civilian and military procurement agen- 
cies for the development of proposals for changes therein to assist small busi- 
nesses. 

Drafts legal instruments necessary to the taking by SBA of Government 
prime contracts and awarding of subcontracts. 

Provides legal advice in the formation of defense production pools and re- 
search and development pools. 

Participates in legal aspects of interagency activities designed to assist 
smal] business participation in govemment procurement. 

Renders assistance to smal] business concerns in their dealings with gov- 
ernment procurement officials. 

Reviews and forwards to appropriate Federal agencies, for appropriate ac- 
tion, information concerning activities detrimental to small business concems. 
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LEGAL INVESTMENT DIVISION 


Advises operating officials in the development of poli- 
cies, regulations, and operating instructions relating to the 
small business investment program. 

Provides legal advice with respect to the organization 
and granting of charters or licenses to small business in- 
vestment companies and the regulation of such companies. 

Advises with respect to investment in or loans to small 
business investment companies and loans to State and local 
development companies. 

Prepares legal documents and develops criteria in con- 
nection with the chartering or licensing of small business 
investment companies, the purchase of subordinated deben- 
tures of investment companies, and the making and servic- 
ing of loans to investment and development companies. 

Maintains liaison with the Securities and Exchange 
Commission, the Internal Revenue Service, Department of 
Commerce, Federal Reserve Board, and other Government 
agencies on legal matters relating to the investment program. 





ADMINISTRATIVE LAW BRANCH 


Gives legal counsel to Agency officials in the development of size standards 
and the development of policies and operating procedures relating to the providing 
of funds in connection with small business research and counseling. 

Advises and assists Agency officials in the development of policies and 
procedures relating to administrative functions of the Agency and the solution of 
fiscal, personnel, security and compliance, contractual, and other administrative 


Prepares documents for publication in the Federal Register, and is respon- 
sible for interpreting the requirements of the Administrative Procedures Act. 


Responsible for the legal sufficiency of al] Agency Delegations oi Authority 
and interpretations thereof. 

Provides legal advice and assistance to the Washington Board of Surveys. 
Gives legal counsel to Agency officials in the development of policies, 
interagency agreements and operating procedures relating to SBA‘s participation 

in the Government Continuity Program. 
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jn the near future by regulation or otherwise. In accordance with your tele- 
one conversation with Mr. McCallum, I understand that this information will 
be used only by your staff in connection with your present studies and will not 
be publicized generally. As Mr. McCallum indicated to you, we have under 
consideration certain problems which have not yet been resolved. As soon as 
rulings are made with respect to them, I will be pleased to advise you. 
(See interpretation 107.1002.) 


PARTICIPATION BY SBA UNDER SECTION 7(a) OF THE SMALL BUSINESS ACT IN AN 
SBIC LOAN 


Such participation is not authorized or contemplated under the SBIA. The 
SBIA, under sections 302 and 308, specifies the degree of financial assistance 
SBA is to provide SBIC’s and, in turn, small business concerns (indirectly) 
under the SBIA program. The SBIA was designed to fill an institutional gap 
in the system of capital and credit available to small business concerns; to 
establish a completely new system to provide small business concerns with 
equity capital and long-term loans not within the field covered by section 7(a) 
of the Small Business Act. 

_ (To be incorporated in revised form 414.) 


COST OF FUNDS ADVANCED TO SMALL BUSINESS CONCERNS BY SBIC’S 


To ascertain the cost which a small business concern will pay for net funds 
which a prospective licensee will lend under sections 304 or 305, the following 
method is employed by SBA: 

Charges to be made at the time of the granting of a loan against a small busi- 
ness concern by an investment company for investigations, appraisals, financial 
reports, legal services, and so forth, are added to any discount and shall corre- 
spondingly reduce the net funds advanced. 

_ In computing the annual cost to the borrower of the net funds advanced, the 
annual amount paid by way of interest and discount (increased as above) will 
be the costs taken into consideration. 

Annual charges made to the small business concern by the investment com- 
pany for consulting and advisory services under section 308(b) of the SBIA 
shall not be included in computing the cost to the borrower of the money 
advanced. 

_ The following are examples of computing costs to borrower of funds advanced 
under sections 304 and 305 of the act: 


(1) 10 year, 6 percent loan with single maturity___-___-___________ | $10, 000 
Discount $500 
Charges by SBIC 700 

‘oven Ginsoune ts Gelitied ie. eso) a ee 1, 200 


Net funds advanced 8, 800 
Annual interest charge 
Annual charge for discount 


‘WOunr anugar COBt Or fumen.o 0 ee Se ee ee 720 
. Cost to borrower : $720--$8,000=8.2 percent. 
(2) 10 year, 6 percent loan due $1,000 per year 10, 000 
Discount 


Charge by SBIC 
Total discount as defined 1, 200 


Funds originally advanced 8, 800 
Average balance outstanding of funds advanced, approximately 5! 
percent of $8,800 4, 840 
' Average annual interest, 6 percent of $5,500 
_ Average annual discount, “%o of $1,200 


Average annual cost___....________ gE Pee IO eee oh 450 


Cost to borrower : $450--$4,840—9.3 percent. 
_ Uncorporated in SBA form 444 (November 1959) debenture.) 


: 
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REPAYMENT SCHEDULES FOR SUBORDINATE DEBENTURES 


Regulation 107.302-1(e) states: “* * * amortization shall commence at the 
beginning of the second half of the term thereof.” Repayment schedules under 
this regulation shall be such that not less than one-sixth of the principal balance 
shall have been repaid by the end of three-quarters of their term, and not less 
than one-half of the principal balance.shall have been repaid by the final maturity, 
at which time the entire balance will be due and payable. Further, if addi- 
tional funds are obtained by an SBIC through the sale of equity securities, at 
least 50 percent of the amount of such funds which brings the total paid-in 
capital and surplus of the SBIC above $1 million must be applied, upon receipt, 
to the retirement of the subordinated debentures. 

(See amended regulations 107.302-1, 107.303-3, 108.501-1(b) (4) (i).) 


LIMITATIONS ON 303 AND 501 FUNDS—ALCOHOLIC BEVERAGES 


A condition in connection with the disbursement of SBA funds under sectiong 
303(b) and 501(a) of the SBIA is the obligation of the licensee or a State 
development company within 30 days after disbursement of such loan and there. 
after during the existence of such indebtedness, to maintain an investment and 
loan portfolio (independent of investments and loans involving nonalcoholic 
beverage enterprises, existing at disbursement of such loan) which includes 
investments or loans to nonalcoholic beverage enterprises equal in face value 
to no less than the unpaid principal of such SBA loan. 

(See interpretation 107.1009. ) 


SMALL BUSINESS INVESTMENT COMPANIES PRIMARILY FOR ASSOCIATIONS 


The question has been raised as to whether an SBIC can be licensed for the 
primary purpose of providing loans to a number of concerns known as profes- 
sional associations. These associations would transfer the proceeds of SBIC 
loans to institutions and professional people in exchange for interest-bearing 
time notes. A license for such purpose was denied for the following reasons: 

The purpose of the Small Business Investment Act is to improve and stimulate 
the national economy in general and the small business segment thereof in 
particular by establishing a program to stimulate and supplement the flow of 
private equity and long-term loan funds which small business concerns need 
for the sound financing of their business operations and for their growth, 
expansion, and modernization. The program funds are to be made available 
by licensees to only small business concerns as defined by the act and regulations, 
for use by said concerns in their business operations. The funds are to be 
employed in the business operations of said small business concerns; and are 
not to be invested, loaned, or otherwise transferred by the small business con- 
cerns for use by others in exchange for an equity interest or promise to repay. 

(See amended regulation 107.308-9(d).) 


SBIC FINANCING OF FOREIGN INVESTMENT 


The purpose of the SBIA is to aid the American economy by providing small 
business concerns with equity and long-term loan funds to finance, expand, and 
modernize their business operations. 

The operation for which the funds are provided must be a part of the Amer- 
ican economy. Hence, ordinarily, the management and authority of such opera- 
tion must be subject to the jurisdiction of the States or the Federal Government, 
and at least the major portion of its assets and activities after employment of 
such funds must be located within the territorial jurisdiction of the United 
States. 

A qualified small business concern can distribute abroad the products of its 
domestic operation or acquire abroad materials for such operations using funds 
provided by an SBIC for such production or acquisition. Such acquisition 
cannot involve a reinvestment or relending since the small business concern 
must employ the SBIC funds to finance, expand, or modernize its own opera- 
tions. Thus, while a small business concern could not provide such funds to 
another in exchange for an equity interest in or monetary obligation of such 
other, it could transfer such funds to its controlled foreign subsidiary in ex- 
change for further equity interest in or the monetary obligation of at least 
a major portion of the small business concern’s assets and activities remain 
within the territorial jurisdiction of the United States. Further, the 
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pusiness concern could employ such funds for branch operations abroad, again 
within the limitation that the major portion of the concern’s assets and activi- 
ties must be in the United States. 

(See interpretation 107.1000. ) 


INVESTMENT COMPANY STOCK 


The following provisions shall pertain to capitalization involving more than 
one class of stock unless prior approval of SBA has been obtained: 

(1) There shall be only one class of common stock, all shares of which shall 
have equal voting rights, and 

(2) Any stock other than common stock shall 

(a) Have, immediately after issuance or sale, an asset coverage, after 
deducting all debts, including subordinated debentures, if any, of at least 
13314 percent, which shall not be reduced by the declaration of any dividend 
(except a dividend payable in common stock of the issuer), the declaration 
of any other distribution on the common stock, or the purchase of any com- 
mon stock 

(b) Be entitled as a class, to representation on the board of directors by 
at least one member at all times 

(c) Be entitled to elect a majority of the board of directors if at any one 
time dividends are accrued and unpaid equivalent to 2 years’ require- 
ments, such right to continue until sufficient income applicable to such 
stock has been earned to pay, or otherwise provide for such accruals; 

(d) Have priority over the common stock as to distribution of assets and 
payment of dividends, which dividends shall be cumulative at least to the 
extent earned in any one year. 

(3) Whenever the right to elect a majority of directors shall have accrued to 
holders of the preferred stock, the proper officers of the company shall, upon the 
written request of any holder of the preferred stock, call a meeting for the elec- 
tion of directors, such meeting to be held not less than 10 days and not more 
than 30 days after the receipt of such request. Conversely, whenever sufficient 
income applicable to the preferred stock, upon which dividends are in arrears, 
as above, has been earned to pay or otherwise provide for such arrears, thus en- 
titling the holders of the common stock to their full voting rights, the proper 
officers of the company shall call a meeting for the election of directors, such 
meeting to be held not less than 10 days and not more than 30 days after the rever- 
sion of such rights to the holders of the common stock. 

(See interpretation 107.1008.) 





COLLATERAL SECURITY FOR CONVERTIBLE DEBENTURES PURCHASED BY A SMALL 
BUSINESS INVESTMENT COMPANY 


Section 304(b) of the act provides that equity funds can be supplied to a 
small-business concern only through the purchase of callable, convertible deben- 
ture bonds. In providing such funds, section 304(c) states that a licensee is 
authorized to require the small-business concern to refinance so as to make the 
licensee its sole creditor, and, except as provided in any Small Business Admin- 
istration regulation, the small-business concern must agree not to incur any 
indebtedness without the prior approval of the licensee and give the licensee the 
first opportunity to finance such indebtedness. Section 304 therefore provides, 
in effect, that stock of a small-business concern can be purchased only through 
the medium of such debenture bonds, which debenture bonds can be secured 
only by the general credit of the small-business concern and can be protected in 
priority only by the agreement of the small-business concern not to ineur further 
indebtedness without licensee approval and opportunity to finance the same. 

Thus, under the act, a licensee can purchase stock of a small-business concern 
only through the purchase of such debentures, and such concern, in consideration 
for such sale of (or opportunity to purchase) its stock, may not be required to 
mortgage or hypothecate any of its assets—a freedom ordinarily enjoyed by 
any issuer of an equity interest in its business and property. Section 304 
establishes the criteria for equity funds and section 305, which requires sound 
value or security, establishes the criteria for loan funds. When the small-busi- 
hess concern surrenders the opportunity for an equity position in its company, 
a hypothecation of assets is not required as in the case of a straight loan. 
Moreover, convertible debentures found in the financial market generally are 
hot secured obligations. 


52107—60—_19 
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Still another consideration is the use of the words “debenture bonds” in the aet 
itself. Law dictionaries and financial writers generally define debenture bong 
as a bond of a corporation unsecured by a mortgage evidencing indebtednegs 
and promising to pay a certain sum of money at a stated time with interest at 
stated intervals. It takes precedence over preferred and common stock 
Usually it is protected by some special right or power which is intended to 
guarantee regular payment of income, as for example, that no new mortgage 
indebtedness shall be created which shall rank ahead of the debenture issue. 

(See amended regulation 107.308(d).) 


ESSENTIAL ELEMENTS IN INVESTMENT ADVISERS AND MANAGEMENT CONTRACTS 


Although there is nothing in the act to prohibit management contracts, their 
susceptibility to abuse, in the absence of some policy or regulation, is obvious. 
When SBIC’s seeking an SBA license intend to have investment advisers of 
management contracts, certain conditions are required to be placed thereon, 

By way of background, it may be added that it is the practice of many invest. 
ment companies to enter into so-called management contracts with management 
companies which furnish advice to them with respect to the desirability of 
investing in, purchasing, or selling securities. In the case of SBIC’s, such con. 
tracts would require the furnishing of advice as to the purchasing of convertible 
debentures, the making of long-term loans, and the giving of advisory services 
to the SBIC. Usually the management companies are controlled by, or in con- 
plete control of, or affiliated with, the promoters of the SBIC. 

The following conditions are required to be included in any investor’s cop- 
tract, or management contract, involving a proposed SBIC: 

(1) The contract must be in writing; 

(2) The contract must precisely describe all compensation to be paid there 
under ; 

(3) The contract must be approved annually by a vote of the majority of 
the outstanding voting securities or by a majority of the disinterested and in- 
dependent directors on the board. At least a minority of the members of the 
board should be persons who are not otherwise affiliated in any way with the 
SBIC and are not officers or employees or affiliated with the management ad- 
viser in any way. The contract should provide that final determination, with 
respect to commitments to the SBIC, shall be made by the directors of the 
SBIC; 

(4) The contract must be terminable by the SBIC without payment of any 
penalty on not more than 60 days’ written notice; 

(5) A contract must provide for its automatic termination in the event of its 
assignment by the management adviser. 

There must be full disclosure to all parties whenever the adviser simultane. 
ously acts as consultant to or is otherwise employed by the small business con- 
cern. 

(See amended regulation 107.302.2. 


WAIVER OF CASH REQUIREMENT FOR THE PROVISIONS OF REGULATION 107.308-3 
(PAID-IN CAPITAL AND SURPLUS) 


A proposed operator is being organized as a 100-percent-owned subsidiary of 
a lumber company. In lieu of the $300,000 in cash, proponents, who are officers 
and directors of the lumber company, intend to transfer to the account of the 
SBIC, Government securities which are direct obligations of or guaranteed 
as to principal and interest by the United States, owned by the lumber com- 
pany, and $24,400 in cash for a total capitalization of $308,500. 

The provisions of section 308-8 of the regulations were waived and said 
securities were accepted in place of cash. The market value at the time of 
licensing was sufficient to make up the $300,000 paid-in capital and surplus. 

(No action—Isolated inquiry. ) 


ISSUANCE OF FEDERAL CHARTER IN CASES WHERE STATE LAW IMPEDES OPERATIONS 


A concern sought advice as to whether a Federal charter for an SBIC could 
be obtained for a company to operate in Arizona since, in its view, the Arizona 
tax statutes “would impede if not stymie the Federal small business program.” 
The following advice was given - 
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Section 301(a) of the SBIA provides that no such company shall be chartered 
py the Administration under such section in any State unless the Administration 
determines that investment companies cannot be chartered under the laws of 
such States and operate in accordance with the purpose of this act. An SBIC 
can apparently be chartered in Arizona. Federal charters cannot be justified 
merely as an effort to avoid State taxes. <A federally chartered SBIC should 
not enjoy special privileges not available to State-chartered SBIC’s. 

(No action—Isolated inquiry. ) 


STANDARDS CONSTITUTING A “PRIMARY FUNCTION” WITHIN THE MEANING OF SECTION 
304 OF THE SBIA 


Counsel for a proposed operator requested advice as to standards to be used 
in determining how much of an SBIC’s function must be directed to providing 
equity capital so as to constitute a “primary function” within the meaning ef 
section 304 of the SBIA. In reply, it was noted that section 304 of the SBIA 
provides that it shall be a primary function of each SBIC” to provide a source” 
of equity capital for small business concerns. If, in a proposal, a proposed opera- 
tor evidences an ability and intention to provide a source of equity capital, there 
is sufficient evidence of an intention to comply with the requirements of the stat- 
ute so as to permit the issuance of a license, assuming all other conditions have 
peen met. During operations, negotiations with small business concerns may not 
permit a licensee to provide funds under this section of the act as a major portion 
of its business, due to reluctance or refusal of the small business concern to re- 
quest long-term funds upon such basis. Further, prudent investment may not 
dictate this medium on the part of the licensee in all cases. Hence, no specified 
proportion of the licensee’s business must be in this category. Our examination 
of a licensee will, of course, permit a determination whether, in fact, a licensee 
has operated as a source of equity capital where appropriate and where desired 
by the small business concern. Failure of a licensee to operate as required by 
the act and our regulations will be grounds for forfeiture of a license. 

(See interpretations 107.1005 and 107.1006. ) 


AMORTIZATION OF CONVERTIBLE DEBENTURES AND LONG-TERM LOANS 


Convertible debentures bought and long-term loans made by small business in- 
yestment companies may have such amortization provisions as may be agreed be- 
tween the SBIC and the small business concern, regardless of the maturity of the 
debenture of the loan. However, during the first 5 years of any debenture or 
long-term loan, the amortization cannot be greater than the equivalent of 
straight-line amortization. 

(No action—Response to internal inquiry. ) 


OWNERSHIP OF SBIC’S BY STATE DEVELOPMENT COMPANIES 


State development companies can own securities of SBIC’s and can form 
wholly owned subsidiaries that are SBIC’s. 

In addition to the foregoing rulings, we are listing herewith extensions beyond 
%) days granted on notices to proceed to proposed operators of small business 
investment companies, for use by your staff (15 proposed companies listed). 

In addition to the above extensions of notices to proceed, proposal No. 14-0004, 
American Small Business Investment Co., Los Angeles, Calif. (John FE. Anderson, 
510 South Spring Street, Los Angeles, Calif.), has been withdrawn because leg- 
islation (S. 2611) which it had been anticipated would make the organization of 
a small business investment company more attractive from the standpoint of the 
investor was not enacted by Congress. The proposal may be reactivated when 
conditions are considered by the proponents to be more favorable. 

We trust the foregoing material will be of assistance to you and your staff. 

Sincerely, 
DuNcAN H. Reap, 
Deputy Administrator. 
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C. SBA REGULATIONS FOR SBIC’S—DECEMBER 4, 1958 
TITLE 13—BUSINESS CREDIT AND ASSISTANCE 
CHAPTER II—SMALL BUSINESS ADMINISTRATION 


PART 107—SMALL BUSINESS INVESTMENT COMPANIES 


On October 29, 1958, notice of proposed rule making regarding the regulations 
governing the establishment and operation of small business investment com- 
panies chartered or licensed by Small Business Administration to operate under 
the Small Business Investment Act of 1958 and to carry out the provisions of 
said Act, was published in the FrepeRAL REGISTER (23 F. R. 8351). After con- 
sideration of all such relevant matter as was presented by interested persons 
regarding the rules proposed, the regulations as so proposed with changes result- 
ing from said consideration, are hereby adopted as set forth below. 

Due to the need for the prompt initiation and establishment of the program 
authorized under the Small Business Investment Act of 1958, the subject regu- 
lations shall become effective upon publication thereof in the FEDERAL REGISTER, 


Sec. 

107.102 Statutory provisions ; statement of policy. 

107.102-1 Statement. 

107.103 Statutory provisions ; definitions. 

107.103-—1 Definitions. 

107.201 Statutory provisions; establishment of Small Business Investment Division, 


107.201-1 Information, instructions, and forms. 

107.201—2 Proposal. 

107.201-3 License Application. 

107.201-4 Preliminary approval of corporate instruments and proceedings. 

107.201—5 Prerequisites for issuance of License. 

107.201-6 Identification of Licensee. 

107.201-7 Branch offices and agencies. 

107.301 Statutory provisons; organization of small business investment companies; 
approving State chartered companies for operations under this act; con- 
version of investment and development companies. 

107.301-1 Charter requirements. 

107.301—2 Source of charter. 

107.301-3 Organization of a Licensee. 

107.301—4 Submission of License Application involving SBA charter. 

107.301—5 Necessity for and nature of License. 

107.301-6 Fees for License and and SBA charter. 

107.301—7 Surrender of License or SBA charter. 

107.302 Statutory po capital stock and subordinated debentures. 

107.302—1 Initial capital and surplus of Licensee. 

107.302—-2 Consideration for stock of Licensee. 

107.302—3 Disclosure and stockholder protection. 

107.303 Statutory provisions ; borrowing power. 

107.303-—1 Conditions and limitations upon borrowing power of Licensee. 

107.303-—2 SBA operating loans to Licensees. 

107.303—3 Purpose and loan requirements. 


107.304 Statutory provisions; provision of equity capital for small business concerns. 
107.304—-1 Sale and purchase of convertible debentures, 

107.305 Statutory provisions ; long-term loans to small business concerns. 

107.305—1 Long-term loans by Licensee to small business concerns. 

107.306 Statutory provisions ; aggregate limitations. 


107.306-1 Investment and loan limitations. 
107.307 Statutory provisions ; exemptions. 
107.307-1 [Reserved] 

107.308 Statutory provisions ; miscellaneous. 
107.308-1 Maintenance of unimpaired capital. 
107.308-2 Conditions poyeraias disbursement of SBA funds. 
107.308—3 Idle operating funds. 

107.3084 Examinations. 

107.308—5 Reports. 

107.308-6 Government liability. 

107.308-7 Activities of Licensee. 

107.308-8 Insurance. 

107.308—9 Prohibited uses. 

107.308—10 Enjoiner of violations. 

107.308—11 Forfeiture of License. 

107.308-12 Amendments to act and regulations. 


AUTHORITY: §§ 107.102 to 107.308—-12 issued under sec. 308, Pub. Law 85-699, 71 Stat 
694. 
§ 107.102 Statutory provisions ; statement of policy. 





ee -— = we CS 


a - 


c 


18. 


at. 


SMALL BUSINESS INVESTMENT ACT—1960 285 


STATEMENT OF POLICY 


Sec. 102. It is declared to be the policy of Congress and the purpose of this act to improve 
and stimulate the national economy in general and the small-business segment thereof in 
particular by establishing a program to stimulate and supplement the flow of private equity 
capital and long-term loan funds which small-business concerns need for the sound 
financing of their business operations and for their growth, expansion, and modernization, 
and which are not availaable in adequate supply : Pic ded, however, That this policy shall 
be carried out in such Manner as to insure the maximum participation of private financing 


sources. i 
It is the intention of the Congress that the provisions of this act shall be so administered 


that any financial assistance provided hereunder shall not result in a substantial increase 
of unemployment in any area of the country. 


§ 107.102-1 Statement. (a) The Small Business Investment Act of 1958 be- 
came law August 21, 1958. 

(b) The purpose of the act is to improve and stimulate the national economy 
in general and the small business segment thereof in particular. 

(ec) This purpose is to be accomplished by the establishment of a program de- 
signed to stimulete and supplement the flow of private equity capital and long- 
term loan funds necessary for the sound financing of the business operations of 
small-business concerns and for their growth, expansion and modernization. 

(d) Under the program : 

(1) SBA will select and approve (license) private corporations (chartered 
under State law or by SBA to conduct the activities described in subparagraph 
(2) of this paragraph) which shall thereupon become eligible for (i) financial 
assistance from SBA under the act, (ii) discretionary exemptions under the Se- 
eurities Act of 1933 and the Trust Indenture Act of 1989, as well as a specified 
exemption under the Investment Company Act of 1940, (iii) such further bene- 
fits and privileges as may ever be provided by Federal or State laws for corpora- 
tions licensed by SBA under the act, and (iv) tax benefits specified under the 
Technical Amendments Act of 1958. The stockholders of such corporations are 
eligible also for tax benefits specified under the Technical Amendments Act of 
1958. 

References : 

1. Securities Act of 1933, 15 U.S.C.A. sees. T7a—77aa. 

2. Trust Indenture Act of 1939, 15 U.S.C.A. sees. T7aaa—77bbbb. 

3. Investment Company Act of 1940, 15 U.S.C.A. sees. 80a—1—80a—52. 

4. Securities and Exchange Commission Regulations issued pursuant to the above Acts 
relating to small business investment companies. See proposed Regulations E and Form 
N-5, Securities Act of 1933, Releases No. 3988 and 3989. 

5. Section 57, Technical Amendments Act of 1958, Public Law 85-866. 

6. Personal Holding Company Tax Section 541, Internal Revenue Code of 1954, 26 
U.S.C.A. sees. 541-547. 

7. Sections 1.541—1—-1.547-7 of the Income Tax Regulations of the Treasury Department 
26 CFR 1.541—1 to 1.547—7) as amended. 

8. State incorporation laws. 

9. Bank Holding Company Act of 1956, 12 U.S.C.A. sees. 1841—1848. 

10. Regulations of the Federal Reserve Board under Bank Holding Company Act, 12 
CFR 222.1-—222.108, and in particular, Regulation 222.107. 


(2) Private corporations will be chartered under State law or by SBA, for the 
specific purpose of providing funds to small business concerns (as defined 
by SBA) through the purchase of convertible debenture bonds of such concerns 
and through the disbursement of long-term loans to such concerns. Such cor- 
porations will be authorized to provide consulting and advisory services to small 
business concerns on a fee basis for such services actually rendered. All of said 
activities will be subject to regulations prescribed by SBA. The corporations 
will be examined by SBA and will make reports as and when required by SBA. 

(e) In the event SBA determines that a corporation (which it determines 
should be licensed) cannot be chartered under the laws of a State within the area 
in which it proposes to conduct its operations and operate in accordance with 
the purpose of the act, SBA can charter for operation in such area; provided that 
no such company can be chartered by SBA after June 30, 1961. 

(f) The program will be administered in such a manner as to insure the maxi- 
mum participation of private financing sources. 

(g) Any financial assistance provided under the act cannot result in a substan- 
tial increase of unemployment in any area of the country. 

(h) The program will be administered by SBA through its Small Business 
Investment Division. 

(i) The provisions of section 16 of the Small Business Act are extended specifi- 
eally to the functions under the Small Business Investment Act of 1958. That 
section requires that whoever makes a statement knowing it to be false, or will- 
fully overvalues any security, for the purpose of obtaining for himself or for 
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any applicant any loan, or extension thereof by renewal, deferment of action, 
or otherwise, or the acceptance, release or substitution of security therefor, or 
for the purpose of influencing in any way the action of SBA, or for the purpose of 
obtaining money, property, or anything of value, shall be punished by fine or 
imprisonment or both. 

§ 107.103 Statutory provisions; definitions. 


DEFINITIONS 


Sec. 103. As used in this act 

(1) The term “Administration” means the Small Business Administration : 

(2) The term “Administrator”? means the Administrator of the Small Business Adminis. 
tration : 

(3) The terms “small business investment company’ and “company”? mean a _ gmall 
business investment company organized as provided in Title III, including (except for pur. 
poses of section 301 and section 308(f)) a State-chartered investment company which has 
obtained the approval of the Administrator to operate under the provisions of this act as 
provided in section 309 and a company converted into a small business investment company 
under section 401 of this Act: . 

(4) The term “United States” means the several States, the Territories of Alaska and 
Hawaii, the District of Columbia, and the Commonwealth of Puerto Rico. 

(5) The term ‘small-business concern” shall have the same meaning as in the Small 
Business Act: and 

(6) The term “development companies” means enterprises incorporated under State law 
with the authority to promote and assist the growth and development of small-business 
concerns in the areas covered by their operations. 


§ 107.103-1 Definitions. 

Act. ‘Act’ means the Small Business Investment Act of 1958. 

Administrator. ‘Administrator’ means the Administrator of SBA. 

License. “License”? means the grant (evidenced by a certificate issued to the 
Licensee and registered in the Washington office of SBA) by SBA to a Proposed 
Operator, in consideration of the representations and offers contained in the 
License Application, of authority to conduct its business, in the territory de 
scribed in the License, in accordance with and subject to the provisions and pur- 
pose of the act and regulations of SBA prescribed thereunder; and includes the 
privilege of receiving financial assistance under the act and qualifies such Licen- 
see and its stockholders for any and all other rights, privileges, and benefits avail- 
able to a Licensee and its stockholders under the provisions of the act or any 
other Federal or State laws. 

License Application. “T.icense Application” means the request to SBA fora 
License, by the Proposed Operator, executed and submitted on SBA Form No. 
415, which shall incorporate by reference the Proposal as a part of said request. 

Licensee. ‘Licensee’ means a corporation which: Is enfranchised and char- 
tered under State law, or by SBA under section 301 (c) of the act, to conduct 
(in accordance with and subject to the provisions and purpose of the act and 
in accerdance with and subject to regulations prescribed by SBA under the 
act) in the territory in which its operations are to be carried on, only the activ- 
ities described under Title IIT of the act: has executed and submitted a License 
Application ; and has been granted a License. 

Operating territory or area. “Operating territory,” “area in which operations 
are to be carried on,” “areas in which Licensee operates,” and similar terms, 
mean the territorial area or areas in which a Licensee is authorized by the terms 
of its License to purchase convertible debenture bonds from, to make loans to, 
and to provide consulting and advisory services to any small business concern 
(regardless of the residence, domicile, place of business, or location of the prop- 
erty of such small business concern) so long as such purchase, loan or service 
does not constitute or involve doing business in any State not included in 
said territorial area or areas so as to require the Licensee to register or other- 
wise comply with the laws of such State as a foreign corporation. 

Proponents. “Proponents” means individuals or other entities which exe- 
eute and submit a Proposal, including an investment company or State develop- 
ment company requesting approval for conversion under section 401(a) of the 
act. 

Proposal. “Proposal” means the information and representations contained 
in SBA Form No. 414, submitted by Proponents with the request that SBA con- 
sider the same and issue an approval for the Proponents to proceed with all 
action (including the incorporation or conversion of the Proposed Operator) 
necessary to qualify the Proposed Operator for execution and submission of a 
License Application. A Proposal is in effect a preliminary License Application 
(see definition of “License Application” ). 
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Proposed Operator. “Proposed Operator” means the company identified and 
described in a particular Proposal and recommended therein as a prospective 
Licensee. 

SBA. “SBA” means the Small Business Administration. 

SBID. “SBID” means the Small Business Investment Division of SBA. 

Small business concern. “Small business concern” means one which is inde- 
pendently owned and operated and not dominant in its field of operation. A 
parent company must be considered together with all of its affiliates in de- 
termining its eligibility as a small business concern. If a concern is a wholly- 
owned subsidiary of another concern or is under the control or the potential 
control of another concern other than a small business investment company, 
it shall be considered an affiliate, and a concern may be an affiliate of another 
concern if both are owned or controlled by a third party other than a small 
pusiness investment company. On a prima facie basis, a concern shall not be 
considered small if its stock is traded on an exchange, whether the exchange is 
registered with the Securities and Exchange Commission or is exempt. On a 
prima facie basis, a firm shall not be considered as small if its stock has an 
over-the-counter market. Private sales made without a broker-dealer as an 
intermediary will not be considered sales constituting a public market. A con- 
cern shall not be considered small if it has at any time within the past three 
years sold its securities through a public offering, whether or not registered under 
the rules and requirements of the Federal Securities and Exchange Commission 
for gross proceeds in excess of $300,000. A concern which has no stock, such 
as a partnership or proprietorship, or a corporation, the stock of which is not 
traded on an exchange or over the counter, shall not be considered as small if 
its total assets together with all of its affiliates amount to over $5 million, or if 
its total income after taxes, together with all of its affiliates, has averaged over 
$150,000 per annum during the past preceding three years as reported to the 
Internal Revenue Service. A concern which claims that it is small, notwith- 
standing the foregoing provisions, may apply to the Small Business Administra- 
tion, using SBA Form 355, for certification as a small business concern. Even 
though its stock has been sold through broker-dealers, a company may submit 
data as to the number of transactions, the number of shares sold and the number 
of shares transferred without consideration to support its claim that its stock 
does not have an over-the-counter market. Upon certification, a concern shall 
have the status of a small business concern for the purposes of the act and this 
part. 

State. “State” includes the several States, the Territories of Alaska and 
Hawaii, the District of Columbia, and the Commonwealth of Puerto Rico. 


§ 107.201 Statutory provisions; establishment of Small Business Investment 
Division. 
ESTABLISHMENT OF SMALL BUSINESS INVESTMENT DIVISION 


Sec. 201. There is hereby established in the Small Business Administration a division to 
be known as the Small Business Investment Division. The Division shall be headed by 
a Deputy Administrator who shall be appointed by the Administrator, and shall receive 
compensation at the rate provided by law for other deputy administrators of the Small 
Business Administration. ‘The powers conferred by this act upon the Administration shall 
be exercised by the Administration through the Small Business Investment Division, and 
the powers herein conferred upon the Administrator shall be exercised by him through the 
Deputy Administrator appointed hereunder. In the performance of, and with respect to 
the functions, powers, and duties vested by this act, the Administrator and the Adminis- 
tration shall (in addition to any authority otherwise vested by this act) have the fune- 
tions, powers, and duties set forth in the Small Business Act, and the provisions of 
sections 13 and 16 of that act, insofar as applicable, are extended to apply to the functions 
of the Administrator and the Administration under this act. 


§$107.201-1 Information, instructions and forms. Detailed printed informa- 
tion, instructions and SBID Forms covering the procedure and basic require- 
ments in the grant of a License, may be obtained from SBID through the Wash- 
ington or any Regional or Field Office of SBA. 

§ 107.201-2. Proposal. (a) A Proposal shall be submitted on SBA Form No. 
414 to SBID through a Regional Office of SBA. 

(b) The Proposal shall include and disclose, without limitation— 

(1) The proposed name of the Proposed Operator ; 

(2) The place where its principal office is to be located; 

(3) The locations of any branch offices or agencies proposed to be established 
within a sixty-day period after the issuance of a License ; 

(4) The area or areas in which its operations are principally to be carried 
on (including the areas to be served by any branch offices or agencies) ; 
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(5) The proposed source of its corporate franchise, with copies of its pro. 
posed articles of incorporation or other corporate authority, and its by-laws; 

(6) If necessary, a request and justification for a charter from SBA under 
section 301(c) of the act (see paragraphs (e) and (f) of this section) ; 

(7) Justification for the establishment of the Proposed Operator as a Licensee 
in the area or areas in which its operations are principally to be carried on (jn- 
cluding the areas to be served by any branch offices or agencies) ; 

(8) Proposed operating plans and policies of the Proposed Operator ag a 
Licensee ; 

(9) Details of the proposed capitalization of the Proposed Operator ag a 
Licensee ; 

(10) Identification and background of the proposed officers and directors of 
the Proposed Operator ; 

(11) A plan acceptable to SBA for the expansion of resources of the Proposed 
Operator through sale of its securities to investors, to insure the maximum par. 
ticipation of private financing sources; and 

(12) Such further matters as SBA may require by regulation or otherwise or 
which may be submitted by the Proponents as part of the Proposal. 

(c) In considering whether to issue a License to a Proposed Operator, due 
regard will be given, among other things, to the need for financing of small bugi- 
ness concerns of the type intended to be assisted by the Proposed Operator, pro. 
vided the License shall not grant to the Licensee any exclusive right in any area 
or areas set forth therein. 

(d) Counsel for the Proponents or Proposed Operator shall submit as a part 
of the Proposal his opinion that, among other things, the Proposed Operator is 
or can be chartered under State law to conduct (in the territory in which its 
operations are to be carried on) only the activities described under Title III of 
the act, in accordance with and subject to the provisions and purpose of the act 
and in accordance with and subject to regulations prescribed by SBA under the 
act. 

(e) In the event the Proponents or Proposed Operator cannot obtain a 
charter from a State as required under § 107.301—1 and operate in accordance 
with the purpose of the act, SBA, upon submission of the evidence referred to 
hereafter, will consider the grant of a charter to the Proposed Operator under 
the authority of section 301(c) of the act; Provided, however, That no such 
charter shall be granted by SBA after June 30, 1961. 

(f) To justify such consideration or issuance by SBA of such charter, the 
Proponents or Proposed Operator shall submit to SBA: (1) The original letters, 
opinions, instruments and any other written material evidencing the inability 
or refusal of the subject State or States to grant such charter or evidencing the 
inability to operate in accordance with the purpose of the act; and (2) the legal 
brief of counsel for the Proponents or Proposed Operator, covering the legal 
bases and opinion of such counsel with respect to said matter. 

(g) Immediately upon receipt by SBID of each Proposal, SBID shall reg- 
ister, assign an identification number thereto, and acknowledge receipt of the 
same. 

(h) The submission of a Proposal shall constitute an authority to SBA to 
proceed with the consideration thereof and to conduct without liability to SBA 
or anyone acting for or on behalf of SBA, any investigations and inquiries 
with respect to any or all matters, individuals or other entities referred to in 
the Proposal, as may be determined by SBA. 

(i) After consideration of a Proposal SBA shall notify the Proponents, either: 

(1) That the Proponents may proceed with all action necessary to qualify the 
Proposed Operator for execution and submission of a License Application ; which 
action shall be completed and a License Application submitted by the Proposed 
Operator within 90 days from the date of said notice from SBA, unless such 
period is extended by SBA; and SBA shall be committed by said approval to 
issue a license if the terms and conditions of the approved proposal are com- 
pleted ; or 

(2) That such Proposal is insufficient. 

(i) If, in the opinion of SBA, the sufficiency of such Proposal cannot be gstab- 
lished through further information or action, SBA shall close the same and 80 
notify the Proponents. 

(ii) If, in the opinion of SBA, the sufficiency of such Proposal may be estab- 
lished through further information or action, SBA shall simultaneously with 
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such notice allot a period of time within which the Proponents may endeavor to 
establish the sufficiency of such Proposal and resubmit the same. 

(iii) A resubmitted Proposal which is again determined by SBA to be insuf- 
ficient or a rejected Proposal which is not resubmitted within any such allotted 
period, shall be closed permanently by SBA and the Proponents so notified. 

107.201-3 License Application. (a) A License Application may be submitted 
upon SBA Form No. 415 by the Proposed Operator only after issuance by SBA 
of the notice referred to under § 107.201—2(i) (1) and in accordance with instruc- 
tions contained in such notice. Such License Application shall be submitted 
within 90 days after issuance of said notice. 

(b) SBA Form No. 415 shall contain all information and evidence required 
by SBA to qualify the Proposed Operator as a Licensee. The License Applica- 
tion shall contain the offer of the Proposed Operator to SBA to conduct in its 
proposed operating territory, immediately upon the grant of a License to the 
Proposed Operator, the activities described under Title III of the act in accord- 
ance with and subject to the provisions and purpose of the act and in accord- 
ance with and subject to regulations prescribed by SBA under the act. 

(c) After submission of a License Application SBA will issue a License to 
the Proposed Operator if the representations, terms and conditions of the Pro- 
posal and any additional matters set forth in the notification by SBA to proceed 
are fully and exactly complied with. 

§ 107.2014 Preliminary approval of corporate instruments and proceedings. 
Unless and until SBA gives written notice to the Proponents that it does not 
object to the instruments and proceedings contemplated for use in the organiza- 
tion or qualification of the Proposed Operator as a Licensee, said Proponents 
should not take any final action to conclude any such organization and qualifica- 
tion. 

§ 107.201-5 Prerequisites for issuance of License. Prior to or simultaneously 
with the issuance of a License, each Proposed Operator shall have: 

(a) Executed and submitted a License Application. 

(b) Received a Corporate Charter or franchise under State laws or from SBA 
under section 301 (c) of the act, to operate as a Licensee. 

(c) Submitted evidence satisfactory to SBA that it has a paid-in capital and 
surplus equal to at least $300,000 in cash (exclusive of organizational expenses) 
on hand or in escrow contingent solely on the issuance of a License, as required 
by section 302 (a) of the act (including any commitment of SBA as described 
under § 107.302-1) ; except that in the case of an investment or development 
company converted pursuant ot subsections (a) and (b) of section 401 of the 
act, the net value, as determined by SBA, of any assets of such company con- 
sisting of debenture bonds of or loans to small business concerns (not in excess 
of the limitations specified in section 306 of the act) which SBA determines are 
qualified under sections 304 and 305 of the act, shall satisfy such cash require- 
ment to the extent of such valuation. 

§ 107.201-6 Identification of Licensee. (a) The corporate name shall be as 
to adequately inform interested parties and the public of the purpose and func- 
tion of said company. Such corporate name shall not include the words “United 
States”, “National”, “Federal”, “Reserve” or “Government.” The name shall not 
be so similar to that of another organization as to imply association with any 
other organization without prior approval from such organization. 

(b) Each Licensee shall display its original License in a prominent place in 
or about its principal office ; and a copy thereof shall be displayed likewise in or 
about any branch office or agency. 

(c) Advertisements, annual statements, solicitations to investors or any com- 
munications made by or at the behest of a License intended as a public state- 
ment by said Licensee shall identify that Licensee as “A Federal Licensee Under 
the Small Business Investment Act of 1958.” 

§ 107.201-7 Branches offices and agencies. A Licensee shall not establish any 
branches or agencies except with the prior approval of SBA. If the establish- 
ment of such branch or agency does not occur within 60 days of such approval, 
such approval will be withdrawn. 

§ 107.301 Statutory provisions; organization of small business investment 
companies; approving State chartered companies for operations under this act; 
conversion of investment and development companies. 
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ORGANIZATION OF SMALL BUSINESS INVESTMENT COMPANIES 


Sec. 301. (a) Small business investment companies may be formed for the purpose of 
operating under this act by any number of persons, not less than 10, who shall subscribe to 
the articles of incorporation of any such company: Provided, That no such company shal] 
be chartered by the Administration under this section in any State unless the Administra- 
tion determines that investment companies cannot be chartered under the laws of such 
State and operate in accordance with the purpose of this act: Provided, further, That no 
such company shall be chartered by the Administration under this section after June 30, 
1961. 

(b) The articles of incorporation of any small business investment company shall specify 
in general terms the objects for which the company is formed, the name assumed by such 
company, the area or areas in which its operations are to be carried on, the place where 
its principal office is to be located, and the amount and classes of its shares of capita] 
stock. Such articles may contain any other provisions not inconsistent with this act that 
the company may see fit to adopt for the regulation of its business and the conduct of its 
affairs. Such articles and any amendments thereto adopted from time to time shall be 
subject to the approval of the Administration. 

(c) The articles of incorporation and amendments thereto shall be forwarded to the 
Administration for consideration and approval or disapproval. In determining whether 
to approve the establishment of such a company and its proposed articles of incorporation, 
the Administration shall give due regard, among other things, to the need for the financing 
of small-business concerns in the area in which the proposed company is to commence 
business, the general character of the proposed management of the company, the number 
of such companies previously organized in the United States, and the volume of their 
operations. After consideration of all relevant factors, the Administration may in its 
discretion approve the articles of incorporation and issue a permit to begin business. 

(d) Upon issuance of such permit, the company shall become and be a body corporate, 
and as such, and in the name designated in its articles shall have power 

(1) To adopt and use a corporate seal ; 

(2) To have succession for a period of thirty years, unless extended as provided in 
section 308(f), or unless sooner dissolved by the act of the shareholders owning two-thirds 
of the stock or by an Act of Congress, or unless its franchise becomes forfeited by some 
Violation of law or regulation issued hereunder ; 

(3) To make contracts: 

(4) To sue and be sued, complain, and defend in any court of law or equity ; 

(5) By its board of directors, to appoint such officers and employees as may be deemed 
proper, define their authority and duties, fix their compensation, require bonds of such of 
them as it deems advisable and fix the penalty thereof, dismiss such officers or employees, 
or any thereof, at pleasure, and appoint others to fill their places: 

(6) To adopt bylaws regulating the manner in which its stock shall be transferred, its 
officers and employees appointed, its property transferred, and the privileges granted to it 
by law exercised and enjoyed : 

(7) To establish branch offices or agencies subject to the approval of the Administration: 

(8) To acquire, hold, operate, and dispose of any property (real, personal, or mixed) 
whenever necessary or appropriate to the carrying out of its lawful functions ; 

(9) To act as depository or fiscal agent of the United States when so designated by the 
Secretary of the Treasury ; 

(10) To operate in such area or areas as may be specified in its articles of incorporation 
and approved by the Administration ; and 

(11) To exercise the other powers set forth in this Act and such incidental powers as 
may reasonably be necessary to carry on the business for which the company is established, 

(e), The board of directors of each small business investment company shall consist of 
nine members who shall be elected annually by the holders of the shares of stock of the 
company. 

Sec. 308. * * * (f) Any small business investment company may at any time within 
the two years next previous to the date of the expiration of its corporate existence, by a 
vote of the shareholders owning two-thirds of its stock, apply to the Administration for 
approval to extend the period of its corporate existence for a term of not more than thirty 
years, and upon approval of the Administration, as provided in section 301 hereof, such 
company shall have its corporate existence extended for such approved period unless 
sooner dissolved by the act of the shareholders owning two-thirds of its stock, or by an 
Act of Congress, or unless its franchise becomes forfeited as herein provided. 


APPROVING STATE CHARTERED COMPANIES FOR OPERATIONS UNDER THIS ACT 


Sec. 309. Any investment company chartered under the laws of any State expressly for 
the purpose of operating under this act may with the approval of the Administrator be 
permitted to operate under the provisions of this act. Such approval shall be given with 
due regard to the factors specified in section 301(c) with respect to organization of small 
business investment companies. 


CONVERSION OF INVESTMENT AND DEVELOPMENT COMPANIES 


Sec. 401 (a) Prior to July 1, 1961, any investment company or any State development 
company may, by the vote of the shareholders owning not less than 51 percent of the 
capital stock of such company, with the approval of the Administration, be converted into 
a small business investment company under this act; except that nothing contained herein 
shall be construed to supersede the laws of any State. 

(by In such case the articles of association and organization certificate may be executed 
by a majority of the directors of the corporation, and the certificate shall declare that the 
owners of 51 percent of the capital stock have authorized the directors to make such 
certificate and to change or convert the corporation into a small business investment 
company. A majority of the directors, after executing the articles of association and the 
organization certificate, shall have power to execute all other papers and to do whatever 
may be required to make its organization perfect and complete as a small business invest- 
ment company. The shares of any such company may continue to be for the same amount 
each as they were before the conversion, and the directors, regardless of number, may 
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continue to be directors of the corporation until the election of the board of directors is 
held in accordance with regulations of the Administration. 

(ec) When the Administration has given to such company a certificate that the provisions 
of this act have been complied with, such company shall have the same powers and privi- 
leges and shall be subject to the same duties, liabilities, and regulations, in all respects, as 
are prescribed by this act for companies originally organized as small business investment 
companies. 

§107.301-1 Charter requirements. The charter of a Licensee shall constitute 
a grant of being or continued existence as a corporate entity, by a State or SBA, 
in the form of a permit or certificate of incorporation or amendment or other- 
wise, with the specific and sole powers and authority recited below. In the case 
of a Charter issued by a State, such powers and authority can be expressed and 
granted in any manner consistent with the laws of such State and requirements 
of the State officials charged with such responsibilities, provided that each such 
charter shall contain the following provision : 

This corporation is organized and chartered expressly for the purpose of operating under 
the Small Business Investment Act of 1958 and will operate in the manner and shall have 


the powers, responsibilities and be subject to the limitations provided by said act and the 
regulations issued by the Small Business Administration thereunder. 


Said powers and authority shall be follows : 

(a) To act under a particular name; 

(b) To issue a maximum number of shares of one or more types of its stock 
fora minimum amount of cash ; 

(ce) To borrow money and issue its debenture bonds, promisory notes, or other 
obligations under such general conditions and subect to such limitations and 
regulations as SBA may prescribe ; 

(d) To provide capital to small-business concerns (as defined by SBA) only 
through the purchase of debenture bonds of such concerns, bearing interest and 
containing terms approved by SBA, and under the rights, options, agreements 
and conditions recited in section 304 (b) (2) and (3), (c) and (d) of the act; 
with the right to sell or dispose of such bonds, including any stock resulting 
from the conversion thereof, in such manner and under such terms and conditions 
as the Licensee shall determine; 

(e) To make long-term loans (as defined by SBA) to small-business concerns 
(as defined by SBA) for the purposes and in the manner and subject to the 
eonditions described in section 305 of the act: with the right to sell or dispose of 
such loans in such manner and under such terms and conditions as the Licensee 
shall determine ;: 

(f) To acquire and make commitments for obligations and securities of a single 
enterprise only within the limitations established by section 306 of the act, unless 
such limitations are waived by SBA; 

(g) To undertake its operations in cooperation with banks or other financial 
institutions, as contemplated under section 308 (a) of the act; 

(h) To provide consulting and advisory services to small business concerns 
ona fee basis; 

(i) To invest funds not reasonably needed for its current operations only in 
direct obligations of, or obligations guaranteed as to principal and interest by, 
the United States Government: 

(j) To conduct its operations in accordance with and subject to regulations 
prescribed by SBA; 

(k) To submit to and pay for examinations made by direction of SBA by 
examiners selected, employed or approved by SBA; 

(1) To make reports to SBA at such times and in such form as SBA may 
require ; 

(m) To conduct its operations in a specified area or areas, without limita- 
tion, however, as to the residence, domincile, or place of business of parties with 
which it transacts its business or otherwise deals: 

(n) To regulate its business and conduct its affairs in a manner not incon- 
sistent with the act and regulations prescribed by SBA thereunder; 

(0) To adopt and use a corporate seal; 

(p) To have succession for a period of at least 30 years, subject to dissolution 
by the shareholders owning two-thirds of the stock or by act of Congress, in the 
case of a charter issued by SBA, and subject to dissolution in accordance with 
State law in the case of a charter issued by a State; and subject to forfeiture 
of its License for violation of law or of regulation issued under the act, as well 
as its franchise in the case of a charter issued by SBA; 

(q) To make contracts; 
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(r) To sue and be sued, complain, and defend in any court of law or equity; 

(s) By its board of directors, to appoint such officers and employees as may 
be deemed proper, define their authority and duties, fix their compensation, re 
quire bonds of such of them as it deems advisable and fix the penalty thereof, 
dismiss such officers or employees, or any thereof, at pleasure, and appoint others 
to fill their places ; 

(t) To adopt bylaws regulating the manner in which its stock shall be trans- 
ferred, its officers and employees appointed, its property transferred, and the 
privileges granted to it by law exercised and enjoyed; 

(u) To maintain a principal office (which shall be designated in its Articles) 
and to establish branch offices or agencies within its operating territory, subject 
to the approval of SBA, provided however, that, in the case of a corporation or. 
ganized under the laws of a State, whether to obtain a grant of power and 
authority from the State to establish branch offices or agencies shall be optional 
with the incorporators ; 

(v) To acquire, hold, operate, and dispose of any property (real, personal, or 
mixed) whenever necessary or appropriate to the carrying out of its lawful 
functions ; 

(w) To exercise such incidental powers as may reasonably be necessary to 
earry out the business for which the corpoation is established. 

§ 107.301-2 Source of charter. (a) The charter of a Licensee shall be obtained 
from the State in which the Licensee operates or if the Licensee operates in 
more than one State said charter shall be obtained from any State within the 
entire area or areas in which the Licensee operates. 

(b) A Licensee conducting operations beyond the jurisdiction of the State 
from which it receives its charter, shall obtain authority or otherwise be entitled 
to conduct its activities in such other State or States in accordance with the 
provisions of its charter, the act and regulations prescribed thereunder. 

(c) SBA will consider the grant of a charter to a Proposed Operator only if 
the Proponents or Proposed Operator cannot obtain a charter from a State, as 
aforesaid, as required under § 107.301-1 and operate in accordance with the 
purpose of the act. 

§ 107.301-3 Organization of a Licensee. (a) A Proposed Operator which 
receives its charter from a State shall conform to the laws of such State with 
respect to the number and qualification of incorporators and directors. 

(b) A Proposed Operator which applies for a charter from SBA under section 
301(c) of the act, shall be formed by any number of individuals or other entities, 
not less than ten, who shall subscribe to its articles of incorporation. The board 
of directors of such corporation shall consist of nine members who shall be 
elected annually by its shareholders. 

(c) An investment or State development company which is in process of con- 
version under Title IV of the act, and which cannot obtain an amendment to 
its charter in order to qualify for a License, may, with the consent of SBA, 
execute its articles of incorporation for a charter to be issued by SBA and any 
other papers required by SBA, through a majority of the directors of such invest- 
ment or development company; and the directors of such company, regardless 
of number, may continue to be directors of such Licensee until the first annual 
stockholders meeting, at which meeting nine directors shall be elected. There- 
after, the board of directors of such Licensee shall consist of nine members. 

(d) Any charter issued by SBA under section 301(c) of the act in connection 
with the conversion of an investment or State development company under Title 
IV of the act, shall constitute the certificate referred to under section 401(¢) of 
the act: which charter shall issue only if such company cannot obtain from a 
State within its proposed operating area or areas an amended or other corporate 
franchise which would qualify such company for execution and submission of a 
License Application. 

§ 107.3014 Submission of License Application involving SBA charter. In 
the event SBA complies with the request in a Proposal to authorize the execution 
and submission of a License Application by a Proposed Operator to be chartered 
by SBA under section 301(c) of the act, such License Application shall be rati- 
fied by such Licensee immediately upon issuance of said charter and such charter 
shall be issued subject to such ratification. 

$ 107.301-5 Necessity for and nature of License. Only upon issuance by SBA 
of a License to a Proposed Operator, whether chartered by a State or SBA, shall 
such corporation be authorized to operate under the act. A License is not 
transferrable in any manner. 
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§107.301-6 Fees for License and SBA charter. (a) A License fee of $100 
shall be paid to SBA by a Licensee, simultaneously with the issuance of its 
License. , 

(b) In addition, a charter fee of $150 shall be paid to SBA by any Licensee 
chartered by SBA under the authority of section 301 (c) of the act, simulta- 
neously with the issuance thereof. ’ 

§107.301-7 Surrender of License or SBA charter. A Licensee may apply 
to SBA for surrender of its License or SBA charter. Such surrender may be 
authorized under such conditions as may be required by SBA in connection 
therewith. ’ 

§ 107.302 Statutory provisions; capital stock and subordinated debentures. 


CAPITAL STOCK AND SUBORDINATED DEBENTURES 


Sec. 302. (a) Each company authorized to operate under this act shall have a paid-in 
capital and surplus equal to at least $300,000. In order to facilitate the formation of small 
business investment companies, the Administration is hereby authorized, notwithstanding 
any other provisions of law, to purchase the debentures of any such company in an amount 
equal to not more than $150,000. Any debentures purchased by the Administration under 
this subsection shall be subordinated to any other debenture bonds, promissory notes, or 
other obligations which may be issued by such companies, and shall be deemed a part of 
the capital and surplus of such companies for purposes of this section and sections 303(b) 
and 306 of this act. 

(b) Shares of stock in small business investment companies shall be eligible for pur- 
chase by national banks, and shall be eligible for purchase by other member banks of the 
Federal Reserve System and nonmember insured banks to the extent permitted under ap- 
plicable State law; except that in no event shall any such bank hold shares in small busi- 
ness investment companies in an amount aggregating more than 1 percent of its capital 
and surplus, 


(c) The aggregate amount of shares in any such company or companies which may be 
owned or controlled by any stockholder, or by any group or class of stockholders, may 
be limited by the Administration. 

§107.302-1 Initial capital and surplus of Licensee. (a) As a condition to 
the issuance of a License, the Proposed Operator shall have a paid-in capital 
and surplus, in cash, as required under § 107.201—5 (c). 

(b) The management of a Licensee shall encourage the maximum investment 
therein of private funds. 

(c) To the extent that cash funds are not available to a Licensee from private 
sources to provide any amount of said initial minimum capital and surplus in 
excess of $150,000, SBA, upon request contained in the License Application, may 
purchase or agree to purchase debentures of such Licensee in an amount equal 
to such deficiency but not in excess of $150,000. Any such debentures (which 
may be prepaid by Licensee without penalty) so purchased by SBA under the 
provisions of section 302(a) of the act shall be subordinate to any other de- 
benture bonds, promissory notes, or other obligations which may be issued by 
such Licensee as determined by SBA, and while treated and accounted for as 
a debt transaction, shall be deemed a part of the paid-in capital and surplus of 
such Licensee for the statutory purposes of sections 302 (a), 308 (b), and 306 of 
the act. 

(d) The unavailability of such cash funds from private sources shall be 
deemed to exist upon submission by the Proposed Operator of a certificate that 
such funds are not available for the subject venture. 

(e) Any such subordinated debentures of a Licensee purchased under section 
302 (a) of the act shall contain such terms and conditions, including provisions 
with respect to subordination, as shall be determined by SBA. Such debentures 
shall be purchased from only one Licensee among Licensees having substantially 
the same beneficial ownership. Interest upon the amount of such debentures shall 
be at the rate of 5 percent per annum, and amortization shall commence at the 
beginning of the second half of the term thereof. Maturities shall not exceed 
twenty years. 

(f) The agreement of SBA to purchase any such subordinated debentures of 
a Licensee to provide funds to satisfy the initial minimum capital and surplus 
requirements of a Licensee, under and in accordance with the provisions of 
section 302 (a) of the act, shall constitute the equivalent of cash in an amount 
equal to the amount of such SBA commitment, which amount shall thereupon 
be deemed to be paid in as a part of the initial minimum capital and surplus of 
such Licensee for the statutory purposes of sections 302 (a), 303 (b) and 306 of 
the act. A commitment charge at the rate of one-twelfth of one percent of the 
principal amount of the commitment outstanding for each thirty-day period 
shall be paid to SBA by such Licensee beginning with the first day after the first 
thirty days following such commitment. Disbursement of such commitment 
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shall be requested by the Licensee at any time prior to the end of one year but 
such commitment shall be reduced to the extent private equity funds are acquired 
for such purpose prior to any disbursement by SBA on account of such commit- 
ment. 

§ 107.302-2 Consideration for stock of Licensee. Shares of stock of any class 
in a Licensee shall be issued by the Licensee only in consideration for the simul- 
taneous payment of cash to the Licensee or as stock dividends; but not for 
services, property or any other noncash consideration. 

§ 107.502-38 Disclosure and stockholder protection. The management of a 
Proposed Operator or Licensee shall keep current financial records in accordance 
with generally accepted accounting principles and shall make a full and complete 
disclosure to its investors and shareholders of all matters with respect to the 
Proposed Operator or Licensee. The Licensee shall submit to it shareholders and 
to SBA an interim report containing financial statements covering the operations 
of the first six months of each fiscal year, and shall submit at the end of each 
fiscal year, a report containing financial statements for the year and an opinion 
thereon by an independent Certified Public Accountant based on an audit con- 
ducted in accordance with generally accepted auditing standards. 

§ 107.303 Statutory provisions ; borrowing power. 


BORROWING POWER 


Sec. 303. (a) Each small business investment company shall have authority to borrow 
money and to issue its debenture bonds, promissory notes, or other obligations under such 
general conditions and subject to such limitations and regulations as the Administration 
may prescribe. 

(b) To encourage the formation and growth of small business investment companies, 
the Administration is authorized to lend funds to such companies through the purchase of 
their obligations which shall bear interest at such rate, and contain such other terms, as 
the Administration may fix. The total emount of obligations purchased and outstanding 
at any one time by the Administration under this subsection in any one company shall not 
exceed 50 percent of the paid-in capital and surplus of such company. 

§ 107.303-1 Conditions and limitations upon borrowing power of Licensee. 
(a) Without the prior consent of SBA, the ratio of the total amount of out- 
standing indebtedness of a Licensee to the paid-in capital and surplus (includ- 
ing the unpaid balance due SBA under any debentures acquired under section 
302 (a) of the act) of such Licensee shall not exceed four to one. 

(b) The Proposal shall set forth in detail the policy, plans, and all other 
information with respect to prospective borrowings, if any, to be made by a Pro- 
posed Operator as a Licensee from any source other than SBA. 

§ 107.303-2 SBA operating loans to Licensees. (a) To the extent that a 
Licensee is unable to borrow or otherwise secure operating funds from private 
sources, SBA niay lend or agree to lend to such Licensee funds for such purpose 
up to a total amount outstanding at any one time not in excess of fifty per cent 
of the paid-in capital and surplus of such Licensee, including as a part of such 
‘apital and surplus any outstanding balance due SBA under subordinated deben- 
tures purchased by SBA under the provisions of section 302(a) of the act. 

(b) The unavailability of such funds from private sources shall be deemed to 
exist upon submission to SBA by the Licensee of a certificate that the same are 
not available for such purpose. 

(c) Such loans may be prepaid at any time without penalty. Interest upon 
such loans shall be at the rate of five per cent per annum and the maturities 
thereof shall not exceed twenty years: Provided however, That SBA in its dis- 
cretion, may renew or extend the maturity thereof. In the absence of an amor- 
tization plan by the borrower satisfactory to SBA, said loans shall begin amor- 
tization during the final half of the term thereof. Any such loan or loans made 
by SBA under the authority of section 303 (b) of the act shall contain such 
further terms and conditions as shall be determined by SBA. 

§ 107.303-3 Purpose and loan requirements. The Management of a Licensee 
should plan to use loan funds available under section 303(b) as a source of 
funds which may be obtained, repaid and obtained again as needed to protect its 
interest in its investments and loans until paid-in capital is available from pri- 

rate sources, thus obviating the necessity which would otherwise exist of main- 
taining substantial amounts of uninvested cash for such purposes. Loans under 
this section may be obtained by a Licensee in furtherance of its stated investment 
and loan policy. Disbursement of any such loans will be subject to the execu- 
tion and delivery of the certificate required by § 107.308—2. 

§ 107.304 Statutory provisions; provision of equity capital for small-business 
CONCCTNS, 
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PROVISION OF EQUITY CAPITAL FOR SMALL-BUSINESS CONCERNS 


Sec. 304. (a) It shall be a primary function of each small business investment company 
to provide a source of needed equity capital for small-business concerns in the manner and 
subject to the conditions described in this section. 

(b) Capital shall be provided by a company to a small-business concern under this 
section only through the purchase of debenture bonds (of such concern) which shall— 

(1) Bear interest at such rate, and contain such other terms, as the company may fix 
with the approval of the Administration ; 

(2) Be callable on any interest payment date, upon three months’ notice, at par plus 
accrued interest; and 

(3) Be convertible at the option of the company, or a holder in due course, up to and 
including the effective date of any call by the issuer, into stock of the small-business 
concern at the sound book value of such stock determined at the time of the issuance of 
the debentures. 

(c) Before any capital is provided to a small-business concern under this section— 

(1) The company may require such concern to refinance any or all of its outstanding 
indebtedness so that the company is the only holder of any evidence of indebtedness of 
such concern ; and 

(2) Except as provided in regulations issued by the Administration, such concern shall 
agree that it will not thereafter incur any indebtedness without first securing the approval 
of the company and giving the company the first opportunity to finance such indebted- 
ness. 

(d) Whenever a company provides capital to a small-business concern under this sec- 
tion, such concern shall be required to become a stockholder-proprietor of the company by 
investing in the capital stock of the company, in an amount equal to not less than 2 
percent nor more than 5 percent of the amount of the capital so provided, in accordance 
with regulations prescribed by the Administrator. 

§ 107.304-1 Sale and purchase of convertible debentures. (a) Each Licensee 
shall constitute a source of funds for the purchase of convertible debentures to 
provide for the sound, long-term financing of the operations, growth, expansion, 
and modernization of small-business concerns. 

(b) All such convertible debentures shall have stated maturities of not less 
than 5 years and shall be callable by the issuer on any interest payment date, 
upon three months’ notice, at the face value thereof plus accrued interest there- 
on, and shall contain an option for the original holder or any holder in due 
course thereof, to convert the same into stock of the small business concern, at 
any time up to and including the effective date of any call thereof by the small 
business concern. 

(c) Said convertible debentures shall be convertible into the number of shares 
of stock of such small business concern, of an agreed type representing a total 
value equal to the face value of the convertible debentures being converted. 

(d) The value per share of said stock shall be the sound book value thereof, 
determined at the time of the issuance of said convertible debentures. Book 
value shall be determined in accordance with generally accepted accounting 
principles, and sound book value may be arrived at through consideration of all 
pertinent factors including the actual value of the assets of said small business 
concern and the relationship of the earnings of such concern to its invested 
capital. 

(e) Two or more Licensees may participate in the purchase of such con- 
vertible debentures, provided that a single Licensee does not exceed the limi- 
tations imposed by § 107.306—1. 

(f) The rate of interest stated in any such convertible debentures shall not 
exceed the maximum rate, if any, applicable to such transaction under local 
law. In the event such a maximum rate does not exist, the maximum rate of 
interest which will be stated in any such convertible debentures shall be estab- 
lished by such Licensee and set forth in the Proposal for the approval of SBA. 

(g) Any Licensee may require that a small business concern agree as a con- 
dition of purchasing convertible debentures of such concern, that such small 
business concern will not incur any additional indebtedness after such pur- 
chase and while the debentures remain outstanding, without securing the prior 
approval of such Licensee and giving such Licensee the first opportunity to 
finance such additional indebtedness: Provided, however, That the Licensee shall 
allow appropriate exceptions for open account or other short-term credit. 

(h) Simultaneously with each delivery of and payment for any such convertible 
debentures (in full or partial performance of an agreement between the small 
business concern and a Licensee under which a specified amount of such bonds 
shall be issued), the small business concern shall purchase capital stock of such 
Licensee (at a price per share established by such Licensee with the concur- 
rence of such concern) in an amount equal to two percent of the amount of bonds 
delivered until $50,000 is paid: by such Licensee on account of the total amount 
of bonds to be delivered in performance of said arrangement, and thereafter in an 
amount equal to three percent of the amount of bonds delivered until $100,000 
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is paid by such Licensee on account of said total amount of bonds to be delivereq 
in performance of said arrangement, and thereafter the amount of such stock to 
be purchased shall equal five percent of the amount of bonds delivered in per. 
formance of said arrangement: Provided, however, That a Licensee which 
is not indebted to SBA may issue such capital stock with a repurchase option, 
which may be exercised in not less than 30 days at the price paid per share. 
A Licensee shall not repurchase such capital stock so long as the Licensee js 
indebted to SBA. Small business concerns may, however, sell such capita] 
stock at any time subject to the repurchase option, if any. 

(i) Section 304(b) (1) of the act requires that SBA approve all terms fixed 
by the Licensee in addition to those prescribed elsewhere in this section. This 
requirement of the act will be satisfied by the inclusion in the Proposal for the 
prior approval of SBA of the standard terms, provisions and conditions, includ- 
ing the initial pricing policy, intended to be imposed by the Licensee generally in 
connection with the purchase of convertible debentures from small business 
concerns. However, under the free principles of the market place, a Licensee 
and small business concerns may negotiate the specific terms and conditions 
applicable to the financing of the particular small business concern without ob- 
taining the participation in such negotiation or approval of SBA for each trans- 
action, and may negotiate any special terms and conditions that are reasonably 
applicable to the situation without approval of SBA unless such special terms 
and conditions constitute a major variance from the policies of the Licensee 
stated in its Proposal and previous approved by SBA. The agreement on such 
special terms and conditions may be made conditional on approval from SBA, 
Requests for approval of any such special terms and conditions will receive 
prompt consideration and decision by SBA. (See also § 107.308-7(c).) 

§107.305 Statutory provisions; long-term loans to small-business concerns, 


LONG-TERM LOANS TO SMALL-BUSINESS CONCERNS 


Sec. 305. (a) Each company is authorized to make loans, in the manner and subject 
to the conditions described in this section, to incorporated and unincorporated small- 
business concerns in order to provide such concerns with funds needed for sound financing, 
growth, modernization, and expansion. 

(b) Loans made under this section may be made directly or in cooperation with other 
lending institutions through agreements to participate on an immediate or deferred basis. 
In agreements to participate in loans on a deferred basis under this subsection, the partici- 
pation by the company shali not be in excess of 90 per centum of the balance of the loan 
outstanding at the time of disbursement. 

(c) The maximum rate of interest for the company’s share of any loan made under this 
section shall be determined by the Administration. 

(d) Any loan made under this section shall have a maturity not exceeding twenty years. 

(e) Any loan made under this section shall be of such sound value, or so secured, as 
reasonably to assure repayment. 

(f) Any company which has made a loan to a small-business concern under this section 
is authorized to extend the maturity of or renew such loan for additional periods, not 
exceeding ten years, if the company finds that such extension or renewal will aid in the 
orderly liquidation of such loan. 


§ 107.305-1 Long-term loans by Licensee to small-business concerns. (a) 
Each Licensee shall constitute also a source of funds for long-term loans for 
the sound financing of the operations, expansion and modernization of small- 
business concerns. Such loans shall not provide any right in a Licensee to ac: 
quire any stock or other proprietary interest in the borrower, except through 
the medium of collateral security. 

(b) Any such loan made by a Licensee to a small-business concern shall pro- 
vide for a maturity of not less than five years; except that loans for terms of less 
than five years may be made to a borrower which has previously received a 
long-term loan or has issued convertible debentures to such Licensee, when nec- 
essary to protect the interest of Licensee in such long-term loan, convertible de- 
bentures or stock. 

(c) Payment of all or any part of such loans may be anticipated by the bor- 
rower on any interest payment date. 

(d) Any such loan shall have a maturity of not exceeding twenty years; and 
such loans shall be of such sound value, or so secured, as reasonably to assure 
repayment. The Licensee may extend the maturity of or renew any such loan 
for additional periods, not exceeding ten years, if the Licensee finds that such ex- 
tension or renewal will aid in the orderly liquidation of such loan. 

(e) The rate of interest for a Licensee’s share of any loan to a small-business 
concern shall not exceed the maximum rate, if any, applicable to such loan under 
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local law. In the event such a maximum rate does not exist, the maximum rate 
of interest for the Licensee’s share thereof shall be set forth in the Proposal for 
the determination of SBA, as provided by the act. 

(f) All loans shall be based upon negotiations between Licensees and small- 
business concerns. 

§ 107.306 Statutory provisions; aggregate limitations. 


AGGREGATE LIMITATIONS 


Sec. 306. Without the approval of the Administration, the aggregate amount of obliga- 
tions and securities acquired and for which commitments may be issued by any small 
pusiness investment company under the provisions of this act for any single enterprise 
shall not exceed 20 percent of the combined capital and surplus of such small business 
investment company authorized by this act. 


§ 107.306—-1 Investment and loan limitations. (a) Without the prior written 
approval of SBA, the aggregate amount of obligations and securities (including 
stock of a small-business concern acquired under the conversion privilege con- 
tained in a convertible debenture bond and based upon the agreed value thereof 
at the time of acquisition) of a particular small-business concern held by a 
Licensee (including outstanding commitments of such Licensee to such small- 
business concern) shall not exceed 20 percent of the combined capital and sur- 
plus (including as a part thereof the unpaid balance of any outstanding SBA 
loan received under the authority of section 302(a) of the act) of such Licensee. 

(b) Self-dealing to the prejudice of SBA or the Licensee’s shareholders is 
prohibited. Without the prior approval of SBA, a Licensee shall not purchase 
convertible debentures of, or make a loan to, an officer, director, or owner of 10 
or more percent of the stock of said Licensee, or any close relative of such officer, 
director, or owner or to any company in which such officer or director or owner or 
his close relative is an officer or director or owns 10 or more percent of the stock, 
or is a partner: Provided, That nothing herein contained is intended to preclude 
a Licensee from permitting an officer, employee or representative from serving 
as a director, officer, or in any other capacity in the management of a small 
business concern for the purpose of protecting its investment in or loan to such 
concern. 

(ec) Without prior approval of SBA, no Licensee, nor any officer or director 
thereof shall borrow money from a small business concern or from any officer, 
director or owner thereof, which has sold convertible debentures to or has bor- 
rowed money from said Licensee. 

§ 107.307 Statutory provisions; exemptions. 


EXEMPTIONS 


Sec. 307. (a) Section 3 of the Securities Act of 1938, as amended (15 U.S.C. 77c), is 
hereby amended by inserting at the end thereof the following new subsection (c) : 

(ec) The Commission may from time to time by its rules and regulations and subject to 
such terms and conditions as may be prescribed therein, add to the securities exempted 
as provided in this section any class of securities issued by a small business investment 
company under the Small Business Investment Act of 1958 if it finds, having regard to 
the purposes of that act, that the enforcement of this act with respect to such securities 
is not necessary in the public interest and for the protection of investors. 

(b) Section 304 of the Trust Indenture Act of 1939 (15 U.S.C. 77ddd) is hereby 
amended by adding the following subsection (e) : 

(e) The Commission may from time to time by its rules and regulations, and subject 
to such terms and conditions as may be prescribed herein, add to the securities exempted 
as provided in this section any class of securities issued by a small business investment 
company under the Small Business Investment Act of 1958 if it finds, having regard to 
the purposes of that act, that the enforcement of this act with respect to such securities 
is not necessary in the public interest and for the protection of investors. 

(ec) Section 18 of the Investment Company Act of 1940 (15 U.S.C. 80a—18) is amended 
by adding at the end thereof the following: 

(k) The provisions of subparagraphs (A) and (B) of paragraph (1) of subsection (a) 
of this section shall not apply to investment companies operating under the Small Business 
Investment Act of 1958. 


§ 107.307-1 [Reserved] 
§ 107.308 Statutory provisions; miscellaneous. 


MISCELLANEOUS 


Sec. 308. (a) Wherever practicable the operations of a ¢mall business investment com- 
pany, including the generation of business, may be undertaken in cooperation with banks 
or other financial institutions, and any servicing or initial investigation required for loans 
or acquisitions of securities by the company under the provisions of this act may be handled 
through such banks or other financial institutions on a fee basis. Any small: business 
creent company may receive fees for services rendered to banks or other financial 

stitutions. 
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(b) Each small business investment company may make use, wherever practicable, of 
the advisory services of the Federal Reserve System and of the Department of Commerce 
which are available for and useful to industrial and commercial businesses, and may 
provide consulting and advisory services on a fee basis and have on its staff persons com. 
petent to provide such services. Any Federal Reserve bank is authorized to act ag q 
depository or fiscal agent for any company organized under this act. Such companies 
may invest funds not reasonably needed for their current operations in direct obligations 
of, or obligations guaranteed as to principal and interest by, the United States. : 

(c) The Administration is authorized to prescribe regulations governing the operations 
of small business investment companies, and to carry out the provisions of this act, in 
accordance with the purposes of this act. Each small business investment company shal} 
be subject to examinations made by direction of the Administration by examiners selected 
or approved by the Administration, and the cost of such examinations, including the 
compensation of the examiners, may in the discretion of the Administration be assesseq 
against the company examined and when so assessed shall be paid by such company. Every 
such company shall make such reports to the Administration at such times and in such 
form as the Administration may require; except that the Administration is authorized to 
exempt from making such reports any such company which is registered under the 
Investment Company Act of 1940 to the extent necessary to avoid duplication in reporting 
requirements. 

(d) Should any small business investment company violate or fail to comply with any 
of the provisions of this act or of regulations prescribed hereunder, all of its rights, privyi- 
leges, and franchises derived therefrom may thereby be forfeited. Before any such com- 
pany shall be declared dissolved, or its rights, privileges, and franchises forfeited, any 
noncompliance with or violation of this act shall be determined and adjudged by a court 
of the United States of competent jurisdiction in a suit brought for that purpose in the 
district, territory, or other place subject to the jurisdiction of the United States, in 
which the principal office of such company is located. Any such suit shall be brought 
by the United States at the instance of the Administration or the Attorney General. 

(e) Whenever in the judgment of the Administration any person has engaged or is about 
to engage in any acts or practices which constitute or will constitute a violation of any 
provision of this act or of any regulation thereunder, the Administration may make appli- 
cation to the proper district court of the United States, or a United States court of 
any Territory or other place subject to the jurisdiction of the United States, for an 
order enjoining such acts or practices, or for an order enforcing compliance with such 
provision, or regulation, and such courts shall have jurisdiction of such actions and, upon 
a showing by the administration that such person has engaged or is about to engage in 
any such acts or practices, a permanent or temporary injunction, restraining order, or 
other order, shall be granted without bond. 

* * * * * * * 

(¢) Nothing in this act or in any other provision of law shall be deemed to impose 
any liability on the United States with respect to any obligations entered into, or stocks 
issued, or commitments made, by any company organized under this act. 


§ 107.308-1 Maintenance of unimpaired capital. (a) Each Licensee shall 
maintain at all times an unimpaired capital. 

(b) An impairment shall be deemed to exist when, with the assets and liabil- 
ities (including debentures purchased by SBA under section 302(a) of the act) 
evaluated by sound accounting principles, the earned surplus deficit exceeds 
either the paid-in surplus or 50 percent of the combined capital stock and paid-in 
surplus. 

§ 107.308-2 Conditions governing disbursement of SBA funds. (a) Prior to 
the disbursement of any funds to a Licensee under the authority of section 302 
(a) or section 303(b) of the act, the executive officer and at least three members 
of the board of directors of such Licensee, in their personal capacity (to the best 
of their knowledge and belief) and for and on behalf of such Licensee, shall 
execute and deliver to SBA the following written certification and statement on 
SBA Form No. 420 (for the purpose of obtaining the subject funds for such 
Licensee and for the purpose of inducing SBA to disburse such funds as con- 
templated under section 16(a) of the Small Business Act, which subsection is 
applicable and extended to the functions of SBA under the act) that: 

(1) The Licensee has not violated and is not in violation of any provisions of 
the act, its charter, its License, or any regulations issued under the act. 

(2) The capital of such Licensee is not impaired. 

(3) The Licensee will employ such funds in accordance with the purposes and 
provisions of section 304 or section 305 of the act within 30 days after receipt 
thereof, subject to further extension at the discretion of SBA. 

(4) The names of any attorneys, agents, or other persons engaged by or on 
behalf of such Licensee for the purpose of representing it in preparing, filing 
or expediting the application of such Licensee for the financial assistance 
involved, and the fees paid or to be paid to any such persons, have been disclosed 
to SBA; and the Licensee has executed an agreement with SBA binding such 
Licensee for a period of two years after disbursement of any such funds to such 
Licensee, to refrain from emloying, tendering any office or employment to, or 
retaining for professional services any person who, on the date of such disburse- 
ment, or within one year prior thereto, shall have served as an officer, attorney, 
agent, or employee of SBA occupying a position or engaging in activities which 
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SBA shall have determined involve discretion with respect to the granting of 
such financial assistance. 

(5) Such funds will not be knowingly or intentionally employed by the 
Licensee for any purpose which would cause a substantial increase of unemploy- 
ment in any area of the country. 

(b) Such certificate and statement may be qualified with such information, 
explanation, and data as the parties thereto may determine and establish as a 
part thereof; Provided, however, That upon the inclusion in any such certificate 
and statement any such qualifying material SBA may withhold disbursement 
of all or any portion of the funds involved pending consideration thereof by SBA, 
and after such consideration SBA may thereupon or subsequently cancel any 
commitment or other obligation to disburse all or any portion of the funds 
involved. If SBA shall determine, by examination or otherwise, that there is 
an impairment of capital, or that there has been a violation by the Licensee of 
any provision of paragraph (a) of this section, SBA may withhold disbursement 
of all or any portion of the funds involved and may thereupon or subsequently 
cancel any commitment or obligation to disburse all or any part of the funds 
involved. 

(c) Requests to SBA for funds under section 302(a) or section 303(b) of 
the act shall be submitted on SBA Form No. 416, which form in case of requests 
for financial assistance under section 302(a) of the act shall be submitted as 
a part of the License Application. 

§ 107.308-3 Idle operating funds. A Licensee may invest funds not reason- 
ably needed for current operations, only in direct obligations of, or obligations 
guaranteed as to principal and interest by, the United States Government. 

§ 107.308-4 Examinations. (a) Each Licensee shall be subject to examina- 
tion by SBA. 

(b) Such examinations shall cover any and all matters as determined by SBA; 
and shall be conducted by SBA or by any examiners selected by SBA. 

(ec) The cost of each examination, including the compensation of examininers, 
shall be assessed against and paid by the Licensee involved. 

(d) The time and manner of conducting any such examination shall be deter- 
mined by SBA in each case. 

(e) A Licensee will be examined and criticized by SBA examiners, among 
other matters, on the basis of the management and operating plans and policies 
set forth in the Proposal filed by it with SBA as an inducement for the issuance 
of such License. 

(f) As such examination, the SBA may accept the interim and annual reports 
required by § 107.302-8, together with such additional information as may be 
requested by SBA. 

§ 107.308-5 Reports. (a) In addition to the report to SBA required by 
§ 107.302-8, each Licensee shall submit a supplementary report at the end of 
each six months period of operation to SBA which need not be furnished to its 
shareholders. Such supplementary report shall include, in such form as may 
be requested by SBA, a review of the activities of the Licensee during the period 
involved, with a statement and evaluation of such debentures, notes or other 
assets as have been or may have been acquired during such period. 

(b) Interim reports covering such matters as SBA shall determine shall be 
submitted by a Licensee upon request or call of SBA. 

§ 107.308-6 Government liability. (a) Nothing in the act or in any regulations 
issued thereunder or in any other provision of law shall be deemed to impose 
any obligation or liability on the United States Government or any agency 
thereof, including SBA, with respect to any obligations entered into, or stocks 
issued, or commitments made, by any Licensee, or with respect to any other 
matter involving a Licensee. 

(b) No Licensee, in issuing or selling any security shall represent or imply in 
any manner whatsoever that such security has been guaranteed, sponsored, 
recommended, or approved by the United States or any agency or officer thereof, 
and a statement to such effect shall be included in any solicitations to investors. 

§ 107.308-7 Activities of Licensee. (a) A Licensee shall engage in and con- 
duct only the activities set forth in and contemplated under the act and shall 
not engage in or conduct any other activities. 

(b) A Licensee shall not amend its franchise authority to permit the conduct 
of any activities other than as recited above. 

(c) A Licensee shall not change its investment policy, plans to raise additional 
capital, borrowing or other plans, previously submitted to SBA in its Proposal 
or otherwise, without the prior written consent of SBA. Any change in the 
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officers, directors or owners of ten or more percent of its stock, as set forth in 
its Proposal or otherwise previously submitted to SBA, shall be reported imme- 
diately to SBA; and such changes shall be subject to the approval of SBA as a 
condition for the continuance of the License of such Licensee. Any conditions 
imposed by SBA in connection with the latter, shall be complied with by the 
Licensee. i 

§ 107.308-8 Insurance. A Licensee shall maintain fidelity or such other types 
of bonds or insurance as shall be required by SBA. ; 

§ 107.508-9 Prohibited uses. No funds may be provided by a Licensee to a 
small business concern for: 

(a) Re-lending by the small! business concern ; 

(b) Purposes not contemplated by the act ; 

(c) Purposes contrary to the public interest, including but not limited to 
gambling enterprises and activities, and any purpose which would encourage 
monopoly or be inconsistent with accepted standards of free competitive enter- 
prise ; or 

(ad) Use outside the States herein defined. 

§ 107.308-10 Enjoiner of violations. Whenever in the judgment of SBA any 
person, including a Licensee, has engaged or is about to engage in any acts 
or practices which constitute or will constitute a violation of any provisions of 
the act or of any regulation thereunder, SBA shall apply to a proper court for 
an order enjoining such act or practices or for an order enforcing compliance 
with such provision or regulation. 

§ 107.308-11 Forfeiture of License. Final determination by a court of the 
United States that a Licensee has violated or failed to comply with any of the 
provisions of the act or regulations prescribed thereunder, shall thereupon effect 
a forfeiture of the License of such Licensee, as well as the charter, if any, 
granted by SBA under section 301(c) of the act. 

§ 107.308-12 Amendments to Act and regulations. A Licensee shall be subject 
to all existing and future provisions of the act and regulations issued there- 
under. 

Effective Date: Dec. 4, 1958 
Cite: 23 F.R. 9383 





D. SBA PROPOSED RULEMAKING ON FINANCIAL REPORTING— 
JANUARY 22, 1960 


[From the Federal Register, Jan. 22, 1960] 
SMALL BUSINESS ADMINISTRATION 
[13 CFR Part 107] 
INVESTMENT COMPANIES 


Notice of Proposed Rule Making 


Notice is hereby given that, pursuant to authority contained in section 308, 
Public Law 85-699, 72 Stat. 694, it is proposed to amend, as set forth below, 
§§ 107.302-8, 107.3084, and 107.308—5 of Part 107 of Subchapter B, Chapter I of 
Title 13 of the Code of Federal Regulations. Part 107, Subchapter B, Chapter I, 
of Title 13 of the Code of Federal Regulations, governing the establishment and 
operation of small business investment companies chartered or licensed by the 
Small Business Administration to operate under the Small Business Investment 
Act of 1958, and to carry out the provisions of said Act, was published in the 
FEDERAL REGISTER On December 4, 1958 (23 F.R. 9383), and became effective upon 
publication in the Feperat Reerster. Prior to final adoption of such amendments 
of the Regulation, consideration will be given to any comments or suggestions 
pertaining thereto which are submitted in writing, in triplicate, to the Invest- 
ment Division, Small Business Administration, Washington 25, D.C., within a 
period of 30 days from the date of publication of this notice in the FrprRaL 
REGISTER. 

INFORMATION 


The amendments under consideration change the provisions of present 
§ 107.302-3 relating to disclosures and stockholder protection, § 107.308—4 per- 
taining to examination of small business investment companies and § 107.308-5, 


ne 
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concerning reporting requirements. Section 107.308—5 as revised requires small 
pusiness investment companies to submit Financial Report, SBA Form 468, to 
SBA. 

Small business investment companies required to file a registration statement 
under the Investment Company Act of 1940 should refer to the rules and forms 
promulgated by the Securities and Exchange Commission, Washington 25, D.C., 
concerning the applicability of this report in fulfilling the Commission’s require- 
ments for financial reports. 

Amendment 1. The Small Business Investment Companies Regulation (23 
F.R. 9383) is hereby amended by deleting §§ 107.302-38, 107.3084, and 107.208-5 
and substituting the following revised §§ 107.302-38, 107.308—4, and 107.308-—5 in 
lieu thereof : 


§ 107.302-3 Manner of operation and disclosure to investors and stockholders. 

Each Licensee shall comply with all applicable State or Federal law affecting 
its operation, including, but not limited to, any and all State or Federal law 
requiring Licensee to furnish its investors and shareholders with financial re- 


ports containing full and complete disclosure of all matters significant to their 
interests. 


§ 107.308-4 Examinations. 


(a) Each Licensee shall be subject to examination by SBA. 

(b) Such examinations shall cover any and all matters as determined by SBA, 
and shall be conducted by SBA examiners or by any examiners selected or ap- 
proved by SBA. 

(c) The cost of each examination made by other than SBA examiners shall be 
paid by the Licensee involved; and the cost of any examination made by SBA 
examiners, including the compensation of such examiners, may, in the discretion 
of SBA, be assessed against the company examined and when so assessed shall be 
paid by such company. 

(d) The time and manner of conducting any such examination shall be de- 
termined by SBA in each case. 

(e) As such examination, SBA may accept an audit and examination con- 
ducted by an independent certified public accountant and a report thereof con- 
taining the accountant's certificate required by § 107.308-5, together with such 
additional information as may be requested by SBA. 


§107.308-5 Reports. 


(a) Each Licensee shall keep current financial records in accordance with 
generally accepted accounting principles. All financial reports furnished to SBA 
by Licensees shall make full and complete disclosure of all matters relevant to 
the Act and Regulations. 

(b) At the time any financial report is furnished to investors and share- 
holders of a Licensee such Licensee shall submit to the Investment Division, 
Small Business Administration, Washington 25, D.C., three (3) copies of such 
report. 

(c) Each Licensee shall submit to SBA, at the end of the first six months 
period of the fiscal year, a report containing financial statements covering such 
six months period; at the end of each fiscal year a report containing financial 
statements for the fiscal year; and, when requested by SBA, interim financial 
reports. The fiscal year to which such reports shall relate shall be for SBA 
purposes the period beginning April 1 and ending March 31. 

(1) The report as of the end of each fiscal year shall contain or be accom- 
panied by, an opinion by an independent certified public accountant on the finan- 
cial statements for the fiscal year included therein, unless a different twelve- 
month period to be covered by the annual audit is expressly given prior approval 
in writing by SBA. Such opinion shall be based on an audit conducted in ac- 
cordance with generally accepted auditing standards. 

(2) The accountant’s certificate shall be dated, shall be signed manually, and 
shall identify without detailed enumeration the financial statements covered by 
the certificate. The accountant’s certificate (i) shall state whether the audit 
was made in accordance with generally accepted auditing standards; and (ii) 
shall designate any auditing procedures generally recognized as normal, or 
deemed necessary by the accountant under the circumstances of the particular 
case, which have been omitted, and the reasons for their omission. Nothing in 
this Regulation shall be construed to imply authority for the omission of any 
procedure which independent accountants would ordinarily employ in the course 
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of an audit made for the purpose of expressing the opinion required as stated 
hereinafter. The accountant’s certificate shall state clearly: (a@) The opinion 
of the accountant in respect to the accounting principles and practices reflected 
in the financial statements and as to the fairness with which the financial state- 
ments present the financial position of the Licensee at the audit date and the re- 
sults of its operations for the period: (0) the opinion of the accountant as to 
any material changes in accounting principles or practices or method of applying 
the accounting principles or practices, or adjustments of the accounts, which af- 
fect comparability of such financial statements with those of prior or future 
periods; and (¢) the nature of, and the opinion of the accountant as to, any 
materia] differences between the accounting principles and practices reflected 
in the financial statements and those reflected in the accounts after the entry 
of adjustments for the period under review. Any matters to which the ac. 
countant takes exception shall be clearly identified, the exemption thereto 
specifically and clearly stated, and, to the extent practicable, the effect of each 
such exception on the related financial statements given. 

(d) The financial reports required by this section to be submitted to SBA by 
Licensees shall commence with the report for the fiscal vear ending March 381, 
1960, and shall be on the prescribed form constituting the Financial Report, SBA 
Form 468, which is designed for submission in part or in its entirety. Part I 
requires statement of financial condition, statement of statutory capital and sur- 
plus, statement of income and expense, and statement of realized gain or loss on 
investments. Part II requires supporting Schedules 1 through 6, and Part III 
requires supporting Schedules 7 through 17. Part I comprises the interim report 
required to be submitted, upon request by SBA, for any period of one month or 
more. Parts I and II comprise the report required to be submitted to SBA 
covering the first six months period of each fiscal year. Parts I, II, and III 
comprise the annual report required to be submitted to SBA covering the entire 
fiscal year. With the exception of the annual report upon which an independ- 
ent certified public accountant has expressed an opinion, the Financial Report 
shall be submitted in triplicate to the Investment Division, Small Business Ad- 
ministration, Washington 25, D.C., on or before the last day of the month im- 
mediately following the close of the period covered by the report. Such 
annual report shall be submitted in triplicate to the Investment Division, 
Small Business Administration, Washington 25, D.C., on or before the last day 
of the third month following the close of the fiscal year to which such annual 
report relates. When the Licensee has one or more branch offices, the data 
contained in the basic financial statements and all supporting schedules shall 
comprise a consolidation of the figures for the principal office and all branches. 
All money amounts required to be shown in the financial statements and sched- 
ules may be expressed in even dollars, at the option of the Licensee. If the 
financial data are expressed in even dollars, appropriate adjustments of in- 
dividual amounts shall be made for the fractional parts of a dollar so that the 
items will add to the totals shown. The Financial Report prepared by each 
Licensee shall present fairly the financial condition and results of operation of 
the Licensee for the period covered and shall be prepared in accordance with 
the detailed instructions given in paragraph (h) of this section. 

(e) The verification of the Financial Report shall bear the signature of the 
chief financial officer, or other officer authorized by the board of directors to 
sign in the event the chief financial officer is unavailable. The date on which 
the signature is affixed shall be shown. When only Part I of the Financial 
Report is submitted, the signature shall be affixed in the space provided therefor 
in Part I: when Parts I and II of the Financial Report are submitted, the 
signature shall be placed in the space provided therefor in Part II and need 
not be affixed in Part I; and when Parts I, II, and III of the Financial Report 
are submitted, the signature shall be entered in the space provided therefor in 
Part III and need not be affixed in either Part I or Part II. When Parts I, 
II, and III are submitted, a secretarial officer of the Licensee shall attest by 
signature to the fact that the minutes of a meeting of the board of directors 
of the Licensee show that the Financial Report comprising Parts I, II, and Il 
has been reviewed and approved by the board of directors. All three copies of 
the Financial Report to be furnished to the Small Business Administration shall 
bear the original signature(s) of the verifying officer(s) in ink, 

(f) Whenever any assets are pledged as collateral or are earmarked for seg- 
regation under a negative pledge or similar agreement, the word “pledged” of 
the word “earmarked,” as appropriate, together with the amount involved, 
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shall be shown in parentheses immediately following the appropriate asset title 
in the statement of financial condition, and the identity of the assets pledged 
or earmarked shall be indicated in the supporting schedules. Whenever amounts 
are Classified as “current” and “noncurrent,” “current” shall refer to the amount 
maturing within one year and “noncurrent” shall refer to the amount maturing 
after one year. If, however, an amount will mature within one year but is 
not reasonably expected to be paid when due, it shall be classified as 
“noneurrent.” 

(g) Copies of the Financial Report, SBA Form 468, together with instruc- 
tions, are available at the Office of the Administrator of the Small Business Ad- 
ministration, 811 Vermont Avenue NW., Washington 25, D.C., and all Regional 
offices of the Small Business Administration, the addresses of which offices 
may be obtained from the Office of the Administrator of the Small Business 
Administration, 811 Vermont Avenue NW., Washington 25, D.C. 

(h) The Financial Report, SBA Form 468, required to be used by all Licensees 
in making financial reports to SBA is designed to furnish the companies and 
SBA with the information needed for their respective purposes. The Financial 
Report, SBA Form 468, which is incorporated and expressly made a part of this 
section, shall be prepared as follows: 


PART I 
STATEMENT OF FINANCIAL CONDITION 


Assets 
Item 
1. Cash on hand and in banks. State the total of all demand deposits, time deposits, 
cash items in process of collection, and the petty cash fund. 

9, U.S. Government obligations, direct and fully guaranteed. State at cost the total 
investment in direct obligations of the United States Government and those obliga- 
tions guaranteed as to principal and interest by the United States Government. 
State current market value parenthetically. 

3. Notes receivable. State the total unpaid principal amount of notes receivable, except 
notes representing amounts due from debtors on sale of assets acquired in liquida- 
tion of loans and debentures. 

4. Accounts receivable. State the total of all amounts due for (1) advisory, consulting, 
appraisal, loan, and miscellaneous services rendered; (2) services rendered to ‘‘par- 
ticipating’’ companies and other lenders on their participations in loans, assets 
acquired in liquidation of loans and debentures, and amounts due from debtors on 
sale of assets acquired in liquidation of loans and debentures of the “initiating’’ 
company: (3) making funds available on a deferred basis to “initiating’’ com- 
panies and other lenders in connection with their loans or commitments to small 
business concerns and (as an “initiating’’ company) making funds available on a 
deferred basis on loan commitments to small business concerns: and (4) miscellane- 
ous amounts due on open account other than declared dividends receivable. 

5. Dividends receivable. State the amount of declared dividends receivable on capital 
stock of small business concerns. 

(a) Less: Allowance for uncollectibles (applicable to items 3. 4, and 5). State 
the amount of the valuation reserve provided for estimated losses on the foregoing 
receivables. 

6. Accrued interest receivable. State the total amount of (1) interest accrued on loans 
to and convertible debenture bonds of small business concerns, United States Gov- 
ernment obligations (direct and fully guaranteed), notes receivable, sales contracts, 
and other interest bearing amounts due from debtors; (2) the full amount of inter- 
est accrued on loans participated in by others, less amount due “participating” 
companies: and (3) interest accrued on the amount of the company’s participation 
in loans initiated by others. 

(a) Less: Allowance for uncollectibles. State the amount of the valuation 
reserve provided for estimated losses of accrued interest receivable. 

7 and 13. Loans (Section 305). Show the current and noncurrent portions, respec- 
tively, of the unpaid balance of amounts advanced on loans to small business con- 
cerns pursuant to section 305 of the Small Business Investment Act of 1958. 

T(a) and 13(a). Less; Participation by others. State the outstanding balances of par- 
ticipations of others in loans (section 305) which relate to the current and non- 
current portions of such loans, respectively. 

7(b) and 13(b). Less: Sold with recourse, less company’s equity. Show the current and 
noncurrent portions, respectively, of the unpaid principal balance of loans to small 
business concerns which have been sold with recourse on the company, less the 
company’s equity in such transferred loans 

13(e). Net. Enter the balance resulting from the deduction of the appropriate amount 
opposite item 13b from item 138. 

8. Loan funds in escrow pending closing. State the amount of loan funds in escrow 
pending the closing of loans to small business concerns. 

9 and 14. Dehenture bonds of SBCs (Section 304). Show the current and noncurrent 
portions, respectively, of the total value at cost of debenture bonds of small business 
concerns acquired pursuant to Section 304 of the Small Business Investment Act 
of 1958. 

9(a) and 14(a). Less: Sold with recourse, leas company’s equity. Show the current and 
noncurrent portions, respectively, of the value at cost of unmatured debenture bonds 
issued by small business concerns to the company which have been sold with recourse 
on the company, less the company’s equity in such transferred debenture bonds. 








14(b). Net loans and debenture bonds of SBCs. Wnter the total of items 13(c) and the 
appropriate amount opposite item 14(a). 

14(c). Less: Allowance for uncollectibles. State the amount of the valuation reserve 
provided for estimated losses on loans and debentures for funds lent small businegs 
concerns. 

10 and 22. Due from directors, officers, and employees. Show the current and noncurrent 
portions, respectively, of the unpaid balance of amounts advanced to directors, 
officers, and employees. 

11. Other current assets. State the total of all current amounts due the company not 
provided for elsewhere. 

12. Total current assets. Enter the total of the appropriate amounts opposite items 
1, 2, 5(a), 6(a), 7(b), 8, 9(a), 10, and 11. 

15. Capital stock of small business concerns. State the value at cost of capital stock 
of small business concerns owned by the company. 

(a) Less: Allowance for losses. State the amount of the valuation reserve 
provided for estimated losses on capital stock of small business concerns owned by 
the company. 

16. Amounts due from debtors on sale of assets acquired in liquidation of loans and 
debentures. State the total of the unpaid balances of accounts, notes, sales con- 
tracts, purchase money mortgages, etc., evidencing indebtedness to the company 
arising from the sale of assets acquired in liquidation of loans and debentures. 

(a) Less: Participation by others. State the outstanding balance of participa- 
tions of others in amounts due the company from debtors on sale of assets acquired 

in liquidation of loans and debentures. 
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(b), Less: Allowance for uncollectibles. State the amount of the valuation re 
serve provided for estimated losses of amounts due from debtors on sale of assets 
acquired in liquidation of loans and debentures. 

17. Assets acquired in liquidation of loans and debentures. State, as recorded in the 
books of account, the company’s investment in assets acquired by foreclosure or 
otherwise in liquidation of loans and debentures, including judgments and sheriffs’ 
certificates. 

(ay Less: Participation by others. State the outstanding balance of participa- 
tions of others in assets acquired by the company in liquidation of loans and 
debentures. 

(b) Less: Allowance for losses. State the amount of the valuation reserve pro- 
vided for estimated losses on assets. acquired in liquidation of loans and debentures, 

18. Tetal Loans and Investments. Enter the total of the appropriate amounts opposite 
items 14(c), 15(a), 16(b), and 17(b). 

19. Corporate premises owned—land. State the actual cost of acquisition of the land 
used as the site of the company’s office quarters, plus the actual cost of improve- 
ments (benefits) applicable to the land. 

20. Corporate premises owned-building. State the actual cost of acquisition of the 
building used as the company’s office quarters, plus the actual cost of any improve- 
ments applicable to the building. 

(a) Less: Accumulated depreciation. State the amount of the valuation reserve 
provided for depreciation of the building and other depreciable improvements of 
corporate premises owned. 

21. Furniture and equipment. State the total cost of furniture, fixtures, and equipment 
(including automobiles) owned by the company. 

(a) Less: Accumulated depreciation. State the amount of the valuation reserve 
provided for depreciation of furniture, fixtures, and equipment. 

23. Prepayments or deferred charges. State the total amount of unexpired expenses 
applicable to future periods, such as prepayments of insurance, the unamortized 
balance of discount on unmatured outstanding debentures payable sold by the com- 
pany for a sum less than par, and the unamortized cost of improvements to leased 
property used as the company’s office quarters. 

24. Organization costs. State the total amount of legal fees, promotional expense, incor- 
poration fees, and similar costs incurred in organizing the company. 

25. Other. State the total amount of assets at cost not provided for elsewhere, includ- 
ing recoverable amounts advanced for the protection and preservation of the com- 
pany’s investments. 

26. Total other assets. Enter the total of the appropriate amounts opposite items 19, 
20(a\, 21(a), 22, 23, 24, and 25. 

27. Total. Enter the total of items 12, 18, and 26. 


Liabilities, Capital Stock, and Surplus 


28. Obligations payable to SBA, maturing within one year. State the total of the cur- 
rent portions of the unpaid penne balance of notes payable for funds borrowed 
from SBA and the unpaid principal balance of funds received by the company under 
its subordinated debenture bond payable issued to SBA. 

29. Obligations payable to other than SBA, maturing within one year. State the total 
amount of the current portions of the unpaid ae ae balance of notes payable for 
funds borrowed from other than SBA, installments to be paid on the companys 
unsubordinated debenture bonds, subordinated debenture bonds payable to other 
than SBA, and mortgages payable for funds borrowed on corporate premises or 
other real estate. 

30. Accounts payable. State the total of accounts payable (1) for services rendered to 
the company on its participations in loans, assets acquired in liquidation of loans 
and debentures, and amounts due from debtors on sale of assets acquired in liqui- 
dation of loans and debentures; (2) for commitment fees for having funds made 
available on a deferred basis by “participating’’ companies; and (3) on open 
account. Accounts payable for the purchase of securities, if significant, shall be 
shown parenthetically. . 

31. Accrued interest. State the total amount of interest accrued on the company’s notes, 
mortgages, and debentures payable; on loans and debentures of small business con- 
cerns sold with recourse on the company ; and on other interest-bearing obligations. 
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he 32. sommes salaries. State the total amount of the company’s liability for accrued 
salaries. 
ve 33. Accrued tares on income. Show the total amount of estimated Federal and State 
88 income taxes accrued and unpaid. 
34. Other accruals. State the total amount of the company’s liability for accrued social 
nt security taxes and other accrued expenses. 
Ss, 35. Dividends payable. State the total amount of the company’s liability for dividends, 
other than stock dividends, declared by the Board of Directors on capital stock 
ot issued and outstanding. 
86 and 46. Amounts due directors, officers, and employees. Show the current and non- 
ns current portions,. respectively, of amounts owed to directors, officers, or employees, 
other than salaries. 
ok 37. Federal taves withheld. State the total amount of Federal income and social secu- 
rity taxes withheld from employees’ salaries and not yet remitted to the Internal 
ve Revenue Service. : 
ry 38. State and city taves withheld. Show the total amount of State income and city taxes 
eee from employees’ salaries and not get remitted to the appropriate tax 
collectors. 
. 39. Unapplied receipts. State the total amount of funds received by the company which 
y have not been applied to loans, debenture bonds, interests receivable, ete. 
40. Advance interest payments. State the total amount of interest collected on interest- 
a- bearing items prior to the interest maturity date. 
rd 41. Miscellaneous trust receipts. State the total amount of the company’s liability for 
7 funds withheld or received in trust not provided for elsewhere, including earnest 
e money deposits and funds withheld from employees’ salaries for the purchase of 
ts United States savings bonds, payment of group life insurance premiums, ete. 
42 and 48. Other. Show the current and noncurrent portions, respectively, of the unpaid 
* principal balance of notes payable in evidence of amounts owed by the company 
- ==, than for funds borrowed, and of the amount of liabilities not provided for 
Re elsewhere. 
7 43. Total Current Liabilities. Enter the total of items 28 through 42. 
44. Obligations payable after one year. 
- | (a) For funds borrowed from SBA (section 303). Show the noncurrent por- 
Y Gee of the total unpaid principal balance of notes payable for funds borrowed from 
SBA. 
o- (b) For funds borrowed from other than SBA. Show the total of the non- 
8. current portions of notes payable for funds borrowed from other than SBA, in- 
te stallments on unsubordinated debenture bonds payable issued for funds borrowed 
and installments on subordinated debenture bonds payable issued to other than 
id SBA for funds borrowed. 
» 45. Mortgages payable. Show the noncurrent portion of mortgages payable for funds 
borrowed on corporate premises or other real estate owned by the company. 
he 47. Unamortized premium on debentures payable. State the amount of the unamortized 
e- balance of premium on unmatured outstanding debentures payable sold by the com- 
pany for a sum in excess of par. 
ve 49. Debenture, subordinated, issued to SBA (section 302). Show the noncurrent portion 
of of the unpaid principal balance of funds received by the company under its sub- 
ordinated debenture bond payable issued to SBA. 
nt 50. rast Liabilities. Enter the total of the appropriate amounts opposite items 43, 
8, and 49. 
ve 51. Capital stock. Show the total par or stated value of the capital stock authorized 
less unissued capital stock, plus any capital stock dividends declared payable by 
es the company’s Board of Directors and not issued as of the date of the report. 
ed (a) Capital stock subscribed. Show the total par or stated value of the com- 
n- pany’s capital stock subscribed. 
ed (b) Less: Subscriptions receivable. Show the total amount of the unpaid bal- 
ances of capital stock subscriptions receivable. 
r- (c) Total. Enter the total of the appropriate amounts opposite items 51 and 
51(b.) 
d- 52. Surplus. 
n- (a) Paid-in surplus. State the total amount of surplus arising from (1) dis- 
posiiton of the company’s stock initially at a price above par value; (2) sales of 
9, treasury stock in excess of carrying value; (3) donations of the company’s stock 
carried as treasury stock at fair market value or par value; (4) donations or gifts 
of assets carried at not in excess of fair market value; (5) retirements of stock 
purchased at less than par value; and (6) other capital equity transactions with 
stockholders. 

(b) Retained earnings. State the accumulated balance of the company’s un- 
ir- distributed net income and undistributed net realized gain on investments since 
ed incorporation. / 
er (c) Appropriated retained earnings. State the total amount of retained earn- 

inge earmarked for some future purpose and thus restricted from dividend distri- 
ution. 
. 53. Total. Enter the total of the eppcentlnte amounts opposite items 51(c) and 52(c). 
7) OO! ncwnn shares of treasury stock, at cost. State the number of shares and the 
er total emeent of the company's issued capital stock which has been reacquired and 
not retired. 
ad 55. Total. inter the total of the appropriate amounts opposite items 50 and 54. 
to 
ns STATEMENT OF STATUTORY CAPITAL AND SURPLUS 
- 1. Debenture, subordinated, issued to SBA. State the total of the unpaid principal 
: balance of funds received under the subordinated debenture bond payable issued to 
: SBA. This amount shall agree with the total of the appropriate portion of item 28 
plus item 49 of the Statement of Financial Condition. 
>, 2. Capital stock and surplus. State the total amount of capital stock and surplus shown 


= as the resultant figure opposite item 54 of the Statement of Financial Condition. 
8. 1 nell Enter the total of items 1 and 2 of this Statement of Statutory Capital and 
urplus. 
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STATEMENT OF INCOME AND EXPENSE 
Income 


Commitment income. State the total of the amount of income earned on commit- 
ments to small business firms for loans and debenture bonds, and the amount of 
commitment income on deferred participations of the company in the lending aetiy- 
ities of other financial institutions. 

Interest on loans. State the amount of interest earned on loans (section 305) to 
small business concerns. 

Interest on debenture bonds of SBCs. State the amount of interest earned on deben- 
ture bonds of small business concerns owned by the company pursuant to section 304, 

Interest on U.S. Government securities. State the amount of interest earned on 
United States Government obligations, direct and fully guaranteed. 

Interest on amounts due from debtors on sale of assets acquired in liquidation of 
loans and debentures. State the amount of interest earned on amounts due from 
debtors on sale of assets acquired in liquidation of loans and debentures. 

Interest income—other. State the amount of interest earned on loan funds in escrow 
pending closing, on notes receivable (except those from debtors on sale of assets 
acquired in liquidation of loans and debentures), and on other interest-bearing 
receivables not provided for elsewhere. 

Compensation income-participations sold. State the amount of compensation earned 
by the company for loan services rendered in connection with participations sold, 

Advisory and consulting service fees. State the amount of fees charged for advisory, 
eonsulting, and related services rendered to small business concerns. 

Appraisal and investigation fees. State the amount of fees charged for appraisal, 
investigation, and related services rendered to banks or other financial institutions, 

Miscellaneous fees. State the amount of fees charged for application, appraisal, in- 
vestigation, and related services rendered to small business concerns. 

Dividends on capital stock of SBCs. State the amount of income from declared diyi- 
dends on capital stock of small business concerns. 

Sharings in income of SBCs. State the amount of sharings or participations in the 
income of small business concerns. 

Income from assets acquired in liquidation of loans and debentures. State the 
amount of income earned on assets acquired in liquidation of loans and debentures, 
including the operation of properties so acquired. 

Other income. State the total amount of (1) recoveries on assets directly written 
off ; (2) income earned from the leasing or renting to others of portions of corporate 
premises owned; (3) gain or loss on debentures payable purchased and retired ; and 
(4) other income of a miscellaneous nature. 

Total. Enter the total of items 1 through 14. 





Expense 


Commitment erpense. State the total amount of commitment expense on (1) com- 
mitments from SBA to make funds available on a subordinated debenture and (2) 
deferred participations of other financial institutions in the company’s lending 
activities. 

Interest on notes and other obligations payable to SBA. State the total amount of 
interest expense on notes payable and the subordinated debenture payable, all 
issued for funds borrowed from SBA. 

Interest on obligations payable to other than SBA. State the total amount of interest 
expense on (1) loans to small business concerns sold with recourse to other than 
SBA: (2) debenture bonds of SBCs sold with recourse to other than SBA; (3) 
notes payable for funds borrowed from other than SBA; (4) subordinated and 
unsubordinated debentures payable issued to other than SBA; (5) mortgages pay- 
able for funds borrowed ; and (6) miscellaneous obligations. 

Compensation erpense—participations purchased. State the amount of compensation 
expense for loan services received from “initiating’’ companies in connection with 
participations purchased. 

Debenture and fiscal agent expense. State the amount of charges for services 
rendered and expenses incurred by the company’s fiscal agent, and expenses directly 
incident to the sale, redemption, and servicing of debentures payable. 

Expense on assets acquired in liquidation of loans and debentures. State the amount 
of expense incurred on assets acquired in liquidation of loans and debentures, 
including the operation of properties so acquired. 

Operating erpenses. State the total amount of operating expenses, including adver- 
tising, appraisal, consulting, auditing, communications, space occupancy, deprecia- 
tion of office building and equipment, directors’ and stockholders’ meetings, insur- 
ance, loan service, investment adviser, legal, miscellaneous services and supplies, 
salaries, taxes (other than income), travel, and uncollectible receivables expenses. 

Amortization of discount (premium) on debentures payable. State the net amount 
of amortization of discount or premium on unmatured outstanding debentures 
payable issued by the company. 

Loss (gain) on other assets. State the net amount of loss (gain) on the sale or 
other disposition of assets not provided for elsewhere. 

Total. Enter the total of items 16 through 24. 

Net income before tares on income. Enter the balance resulting from the deduction 
of item 25 frem item 15. 

Provision for Federal and other income tares, State the amount of the Federal and 
other income tax accruals relating to income exclusive of net realized gain or loss 
on investments. 

Net income exclusive of net realized gain or loss on investments. Enter the balance 


a 


resulting from the deduction of item 27 from item 26. 


STATEMENT OF REALIZED GAIN OR LOSS ON INVESTMENTS 


U.S. Government securities. Show the aggregate cost, aggregate net proceeds, and 
net gain or loss on the sale or other disposition of United States Government obli- 
gations, direct and fully guaranteed. 
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2. Debenture bonds of SBC’s. Show the aggregate cost, aggregate net proceeds, and 
net gain or loss on the sale or other disposition of debenture bonds of small 
business concerns. 

3. Capital stock of SBCs. Show the aggregate cost, aggregate net proceeds, and net 
gain or loss on the sale or other disposition of capital stock of small business 
concerns, 

4, Assets acquired in liquidation of loans and debentures. Show the-aggregate cost, 
aggregate net proceeds, and net gain or loss on the sale or disposition of .assets 
acquired in liquidation of loans and debentures of small business concerns. The 
aggregate cost shown for this item shall be the same as that recorded in the books 
of account on the basis determined by the Board of Directors from among (1) bid-in 
price of the property, (2) agreed consideration for the property, and (3) fair 
appraised value of the property, but not to exceed the total amount of the related 
loan or debenture indebtedness involved. 

5. Other. Show the aggregate cost, aggregate net proceeds, and net gain or loss on 
the sale or disposition of any investments not included in items 1 through 4. 

6. Net realized gain (loss) or investments, before taxes on income. inter the net total 
of items 1 through 5. 

7. Provision for Federal and other income tares. State the amount of Federal and 
other income tax accruals relating to net realized gain on investments for the 
fiscal year to date. 

8. Net realized gain (loss) on investments. Enter the balance resulting from the 
deduction of item 7 from item 6. 


ParT II 
SCHEDULE 1—-SuRPLUS RECONCILEMENTS 


Describe in this schedule all activities in accounts for paid-in surplus, retained earn- 
ings, and appropriated retained earnings during the period covered by the report. In each 
reconcilement show opening balance, explanation of additions and deductions during 
period, and balance at close of period. 

In Schedule 1b show separately the reconcilements of retained earnings from (1) net 
income, and (2) net realized gain on investments. 


SCHEDULE 2—-OPERATING EXPENSES 


Include all operating expenses in this schedule. The amounts for entry in the “cur- 
rent period’’ column may be obtained, except in the case of the first report in the fiscal 
year, by subtracting the amounts in the “fiscal year to date’’ column of the schedule for 
the preceding period from the corresponding amounts in the “fiscal year to date’’ column 
of the schedule for the current period. 


SCHEDULE 3—LOANS (SECTION 305) 


Furnish in this schedule a summary of loan activities under section 305 of the Act for 
the period under review. List each loan by debtor, face amount, terms, opening balance, 
total additions during period, total deductions during period, and balance at close of 
period, showing the portion maturing within one year and the portion maturing after one 
year. The totals of columns (8) and (9) shall agree with items 7 and 13, respectively, of 
the Statement of Financial Condition. This schedule will comprise one or more of the 
following types of loans, grouped under brief headings designating the types, but without 
need for subtotals : 

1. Direct loans. 

2. Loans which the “initiating” investment company shares with another financing 
institution. Such loans in which others participate shall be shown in the gross amount 
on the books and reports of the “initiating” company. 

8. Loans in which the “participating” investment company owns a participating interest 
in loans of an “‘initinting’’ company. Such participations in loans of others shall be 
shown in the amount of the net investment on the books and reports of the “participating” 
company. 

4. Loans sold with recourse. Such loans shall be stated in the amount of the unpaid 
balance of the loans as shown on the company’s books after giving effect to payments made 
as reported to the company by the purchasers. 

All transactions during the reporting period in connection with loans outstanding at 
any time during the period shall be included in the data summarized in the schedule even 
if there is no related opening or closing loan balance. 


SCHEDULE 4——-DEBENTURE BONDS OF SBC’s (SECTION 304) 


Furnish in this schedule a list of all such debenture bonds held, acquired, converted or 
sold during the period. The bonds shall be shown at cost, and the balance at the close of 
the period shall show a segregation between the amount maturing within one year and 
the amount maturing after one year. The totals of columns (7) and (8) shall agree with 
items 9 and 14, respectively, on the Statement of Financial Condition. The market value, 
or fair value as determined by the Board of Directors, shall be shown in column (9). 
SCHEDULE 5—-DELINQUENT LOANS AND DEBENTURES, AND ALLOWANCE FOR UNCOLLECTIBLES 

Show in this schedule all past due installments on loans and debentures. Opposite the 
name of each small business concern shall be entered separately the unpaid balances of the 
delinquent loans and debentures, column (3), and the past due installments of principal 
and interest, columns (4) and (5). The allowance for uncollectible loans and debentures, 
when such allowance is based upon estimated realizable value of the individual loan or 
debenture, shall be shown in columns (6) through (10), opposite the name of each small 
business concern, showing opening balance, total additions, total deductions, and closing 
balance. Additions in column (7) shall represent charges to uncollectible loans and 
debentures expense. Those in column (8) shall represent recoveries on loans and deben- 
tures previously written off. If the reserve for uncollectibles is based upon a percentage 
of loans and debentures acquired, the beginning balance, additions, deductions, and closing 








SMALL BUSINESS INVESTMENT ACT—1960 


308 


balance shall be entered in columns (6) through (10) opposite side caption No. 3, “Genera} 
Allowance for Uncollectible Loans and Debentures.” In either event the final total of 
column (10) shall agree with the appropriate amount opposite item 14(c) in the State. 
ment of Financial Condition. 
Sas separate totals for loans and debentures in column (3) at the bottom of the 
schedule. 
SCHEDULE 6—CAPITAL STOCK OF SMALL BUSINESS CONCERNS 


Show in this schedule pertinent data with respect to the capital stock of small business 
concerns acquired by the company. The stock shall be shown at cost. Allowance for 
estimated losses, if any, shall be indicated, as well as the market or fair value as determined 
by the Board of Directors. 

Part III 


SCHEDULE 7—-CASH ON HAND AND IN BANKS 


Show in this schedule all cash on hand and in banks. Demand deposits comprise bal- 
ances which are subject to withdtawal without notice. Time deposits are those which 
are not transferable by check, but are convertible into demand deposits or currency 
subject to prior notice of conversion. Cash items in process of collection represent those 
items which have been placed with banks for collection. Petty cash shall represent the 
full amount of the petty cash imprest fund. 


SCHEDULE 8—U.S. GOVERNMENT OBLIGATIONS, DIRECT AND FULLY GUARANTEED 


List on this schedule all securities owned which have been issued or guaranteed by the 
U.S. Government, showing the name of the issuer and the title of each issue. Other re. 
quired data, such as interest rate, call date, maturity date, and principal amount at par 
of bonds and notes, may be obtained by inspection of the securities or from records of 
securities pledged. The cost shown in column (6) of this schedule shall be in agree- 
ment with item 2 of the Statement of Financial Condition. The current market value 
of the securities shall be shown in column (7) of the schedule and shall agree with the 
amount shown parenthetically in item 2 of the Statement of Financial Condition. 


SCHEDULE 9—LOAN PARTICIPATIONS PURCHASED AND SOLD (SECTION 305) 


Show in this schedule the balances of individual loans participated in by others as 
of the reporting date. The schedule shall be prepared from the viewpoint of the reporting 
investment company, and the purchaser and seller of the participation as reported in col- 
umn (3) shall in each case be other than the reporting company. 

The total purchases (P) in columns (7) and (8) shall agree with items 7(a) and 
13(a), respectively, of the Statement of Financial Condition. Total sales (S) in eol- 


umns (7) and (8) will be included in items 7 and 13, respectively, of the Statement of 
Financial Condition. 


SCHEDULE 10—Dvur FROM DIRECTORS, OFFICERS, AND EMPLOYEES 


Show in this schedule amounts due from directors, officers, and employees at any time 
within the reporting period. An explanation shall be furnished for any amount written 
off or for any collection other than in cash. Amounts outstanding shall be classified as 
current and noncurrent and shown in columns (6) (7), respectively. 


SCHEDULE 11 SUNDRY ASSETS 





Show and explain in this schedule, by appropriate classification, the amounts of an 
of the sundry assets which are significant in relation to the amount of total assets. Sue 
assetS may include: (1) notes receivable, (2) accounts receivable, (3) dividends receivable, 
(4) accrued interest receivable, (5) loan funds in escrow pending closing, (6) other 
current assets, representing current amounts due which are not accounted for under a 
specific class heading, (7) prepayments or deferred charges, (8) organization costs, and 
(9) other assets. 


SCHEDULE 12—-AMOUNTS DUE FROM DEBTORS ON SALE OF ASSETS ACQUIRED IN LIQUIDATION 
OF LOANS AND DEBENTURES, AND ALLOWANCE FOR UNCOLLECTIBLES 


Show on this schedule, by debtors, all accounts receivable, notes receivable, sales con- 
tracts, purchase money mortgages, etec., carried during the period in the account for 
amounts due from debtors on sale of assets acquired in liquidation of loans and deben- 
tures. The balances at the beginning and close of the period shall be shown, together with 
additions and deductions during the period. Allowances for uncollectibles based upon an 
evaluation of individual debtors shall be recorded in column (9) opposite the naine of the 
debtor. If a general allowance is utilized instead of individual allowances, it shall appear 
only at the bottom of column (9). 

Items in this account which originate from the sale of assets acquired in liquidation of 
participation loans shall be shown in the gross amounts, by debtors, and, on the line 
directly thereunder. the ‘participating’ company’s equity shall be enclosed in parentheses 
and deducted in arriving at the totals for columns (5). (6), (7). and (8). If, however, 
the company preparing this report is not the “initiating” company but is itself the “partici- 
pating’ company. only its equity in the sale of assets arising from liquidation of such 
participation shall be included in this schedule. 


SCHEDULE 13——-ASSETS ACQUIRED IN LIQUIDATION OF LOANS AND DEBENTURES, AND 
ALLOWANCE FOR LOSSES 


List in this schedule, by former debtors (small business concerns), all assets carried 
during the period in the account for assets acquired in liquidation of loans and debentures. 
The balance. by former debtor, at the beginning of the period, additions and deductions 
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during the period, and balance at the close of the period shall be shown in columns (3), 
(4), and (6). Allowance for losses based upon an appraisal of the assets held shall be 
recorded in column (7). Current market value or fair value as determined by the Board 
of Directors at the close of the period shall be shown in column (8). 

Assets acquired in the liquidation of a participation loan shall be identified with the 
former debtor as named in column (1) and in the case of an “initiating’’ company preparing 
this report the gross amount shal be shown. In such case the “participating” company’s 
equity shall be enclosed in parentheses on the line thereunder and shall be deducted in 
arriving at the totals for columns (3), (4). (5), and (6). If the reporting company 
is the ‘‘participating’’ company rather than the ‘initiating’ company, only the reporting 
company’s equity shall be included in this schedule. 


SCHEDULE 14——-OBLIGATIONS PAYABLE TO SBA 


Furnish in this schedule a summary analysis for the period of the accounts for notes 
payable to SBA and for the subordinated debenture issued to SBA. 

The terms of each note payable to SBA shall be recorded in columns (2) and (3): the 
unpaid balance at the beginning of the period and additions and deductions during the 
period shall be reflected in columns (4), (5), and (6); and the balance payable at the end 
of the period, segregated between amounts due within one year and amounts due after one 
year, shall be reflected in columns (7) and (8). 

“ The subordinated debenture issued to SBA shall be entered on this schedule in a similar 
manner. 

The total of column (7) shall agree with item 28 on the Statement of Financial Condi- 
tion, and the total of column (8) shall equal the sum of items 44(a) and 49 on the 
Statement of Financial Condition. 


SCHEDULE 15-——-OBLIGATIONS PAYABLE FOR FUNDS BORROWED FROM OTHER THAN SBA 


Show in this schedule all obligations payable for funds borrowed from other than SBA, 
including (1) all notes payable for funds borrowed from other than SBA: (2) debentures 
payable, unsubordinated ; (3) debentures payable, subordinated, issued to other than SBA; 
and (4) mortgages payable for funds borrowed on corporate premises or other real estate. 
Such liabilities shall be grouped and described by class in column (2), but subtotals are 
not required. The terms of each obligation shall be set out in columns (3) and (4) ; the 
unpaid balance at the beginning of the period and additions and deductions during the 
period shall be shown in columns (5), (6), and (7); and the balance payable at the close 
of the period, segregated between amounts due within one year and amounts due after 
one year, shall be reflected in columns (8) and (9). 

The total of column (8) should agree with item 29 on the Statement of Financial Condi- 
tion, and the total of column (9) should equal the sum of items 44(b) and 45 on the State- 
ment of Financial Condition. 


SCHEDULE 16—CAPITAL STOCK 


Furnish in this schedule a complete description of capital stock authorized and capital 
stock issued and outstanding, and data relating to special transactions involving capital 
stock. 

In column (1) shall be deseribed the type and class of each issue, such as common—no 
par, preferred (6 percent Series of 1959), etc. The par value and the stated value of 
no-par stock shall also be reported in column (1). 

The number of shares authorized, whether issued or not, shall be reported in column 
(2). 

The number of shares and amount of stock issued and not retired or cancelled shall be 

reported in columns (3) and (4). The total of column (4) shall agree with item 51 of 
the Statement of Financial Condition. The number of shares held as treasury stock shall 
be shown in column (5). Column (6) shall represent the difference between column (3) 
and column (5). 

Column (7) shall be the amount at par or stated value representing the number of 
shares outstanding as shown in column (6). The total of column (8) shall agree with item 
5i(a) of the Statement of Financial Condition. 

In column (9) shall be reported the amount of subscriptions receivable, which shall 
agree in total with item 51(b) of the Statement of Financial Condition. 

Columns (10) and (11) shall show, respectively, the number of shares reserved for 
officers and employees, and the number of shares reserved for conversions, options, and 
other rights. The details covering the reservation of shares for the various purposes 
shall be given on the back of the schedule or on an attached sheet. 


SCHEDULE 17—COMMITMENTS OUTSTANDING 


Furnish in this schedule a summary showing separately, with subtotals (1) commit- 
ments to small business concerns for loans and debentures, and (2) commitments to financ- 
ing institutions for deferred participations in loans or commitments to small business 
concerns. 

Dated: January 8, 1960. 

PHILIP McCALLuM, 
Administrator. 

The following is the Financial Report, SBA Form 468, which form is here- 
with published for information and guidance in considering the proposed amend- 
ments of the regulations : 
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(a) Less: Accumulated depreciation. ....... epi adiienteitinbtneiapin i tetenene 
I III, ica kode nal el nce amaneeehihtbaneneraperetnase weKeket nie 
ee ee SEIN TPRIIOLIIEL, ctccccinnepencdscooseaeaseucecesecensesoeeees “hebeduoutebs 
22. Due from directors. officers, and employees (Schedule 10)............. edebsdueud pbbeadénoees oosce 
23. Prepayments or deferred charges (Schedule 11)..............-..-- évnbe 
24. Organization costs...... 
25. Other (Schedule 11)...... 





26. NN JUNIOR cnicnniintmdounbmnonaninennen Dutuiinievaensameneldenigkestoanaesonden . 


27. I scstiihan einen ateteiaiaindeinssenibiescn one ee EE celle at a ae aca ——o 





ce] 
utl 


eee 
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SBA Form 468 Peve 2 
(10-59) Part I 


*"(Name of licensee) 
















STATEMENT OF FINANCIAL CONDITION AS OF ......-.-...0.. Parent. Seton 
LIABILITIES, CAPITAL STOCK, AND SURPLUS 
Current Liabilities 
®. Obligations payable to SBA, maturing within one year (Schedule 14)...-.....2-...-...-..- eiegeiniaaen biases ea 
29. Obligations payable to other than €BA, maturing within one year (Schedule 15)............-2.----6 ace eine a 
30. Accounts payable...........--......--- euccedesaetannass putbuddn dase ocnianesbhe Enea, um 
Se MT wcnsnclecvaeugedcoenessaouasenseederneenernete wna 
i SN 6 cnn vdnnasedcctmianeheaes seshwanntinidetes 
nee: Gn O00 INGO... cccncudenecseeuscsosees 
EE =. 1-2 oo. owceugacdeggessuseswe 
EE CS has a cncksteud en aeehtanooes anensceseneacbcam aan bobnnenenn EE 
ir ents AD CCCEGTR, GUICETS, GNU GUN NO NOUNS. concn cccconccscececeabpecsenecagmascnan ele 
SCREENS RAONE WIURENT: 0. 8a sn nlhdnexh<eh diedennanampensshnanmantneanameeraenanendes scien Ee, 
rr? SOME WUC noc ccusocasceseda badsneeonsseueutsousenueeontsctlbadm us 
SE TETER Us. cecal. ncouceduusecssssasuadersenaucnunedabneces esas ianetTeinrte en 
Ser OD SELTCTST TU MIOUUL, . . cacadccncacsacecesasesasaudss <nsbeeaademabiiaasciieieea 
4), Miscellaneous trust recelpts 2 Poeccescccccccapocesccccocccccccccc cocencceceseeconsacoeeecceccesense secccecesece 
Di ciuilsieittintinismaddidgcovetnesdisesegserscsenses eaetuerskartevdcehasndakiandicaadactan Le 
43. IRIE SEE SURE gone a oe ae ee a er ee are Sn iptundocaanneatien Siena: aonnae onsen 


Long-Term Lichilities 
44. Obligations payable after one year 
ia) For funds borrowed from SBA (Section 303) (Schedule 14)_............. 


(iy) For funds harrawed from otber than SBA (Schedule 15).......-..-. 
a PIOUIRAOLS TS in (SeNOMRIG Bes osc cacesacccscscaveasousaceocsceceauses 
46, Amounts due dir.ciors, oflicers, and employees 
47, Unamortized pre uduin on debentures payeble.......2....2.. 


uN ~~ 5--" = <$=5 2225, <2 yb Web EGkERURUSWABONENEMERENNeVERaeeeUsbaenananionseseion 


49, Debenture, subordinated, issued to SBA (Section 302) (Schedule 14; (See statement 











DENI) oc ssnccocddcvosebassseeussssenesnns sscncaquasasesadseunncesucuevauesielen teas bate weed de 
%. DO TAG sass ssssitteasscnausc ccc iastt Wide setakcteSaeens daddamsses attain “éidasbotaewen 
Capital Stock and Surplus 
UNE IIIT RAINE TUT anata ala cake Se eb ates nee eens males ois enlinee mae ° 
(a) Cupital stock subscribed... ssitasidiiiniaemaniiemmayeamaeon ” tanematamune 
(ly) Less: Subscriptions reccivable.......-. Ee 
Tid tp oen dhgl i cecieesconk inca snisabdesenseiesersiediaiedauedeuanteria e446 Pnéd cane 
§2. Surplus: 
i) Sees CONNOD CNNGMIN 9)... . . cndcdentaenbensancesaoeseus 
(hb) Retained earnings (Schedule 1)............--. 
(c} Appropriated retained earnings (Schedule 1) 
Te WD nccecssce Seeds ceedcsececewsescessceccscuuuendne”~ seuebeeeines 
54. Less: ...... Shares of treasury ‘stock, RR Non ne ee en ae ee 
35 ON ditientneda sch calpuminins$xadvasadscobamanescupneususannncuedaiaen ihnethaiasonaaenk  Spitictaus 
—S—SS———_ 


STATEMENT OF STATUTORY CAPITAL AND SURPLUS 


The subordinated debenture issued to the Smal] Business Administratiou under Section 342{a) of the Small Bu:: 
ness Investment Act of 1958 shall be deemed a part of the capital and surplus of the company for purposes of Secticus 
$2(a), 303(b) and 306 of the Act, as follows: 

1, Debenture, subordinated, issued to SBA 






(a) The Small Business Administration has made a commitment to advance an additional $........ under its 
agreement with the company to purchase a subordinated debenture. 


VERIFICATION 


Part I of the Financial Report for the .... months ended ...-...... 0... « oipenitted: bie the... cnc ocecncesvseere 
Gaenenenenccerees ptbiniiathstédkbnemnones ssiotiiinlig natasha -to the Swall Business Administration, and consisting 
(Licensee) 
of statement of financial condition, statement of statutory capital and a statement of income and expense. 
and statement of realized gain or loss on investments, on SBA Form 468, is hereby certified to be correct to the best 
of my knowledge and belief. 


Pewwoe sewer ee = cece sewn e ee eeeeeeneteee eoeseweeeens 


lind nk nant (Chief Financial Officer) 


(Date) 


Tile. .cossenceesisces centvatepenntinceesnensanties 











312 SMALL BUSINESS INVESTMENT ACT—1960 
















SBA Form 468 Page 3 
(10-59) Part I 
(Name of licensee) 
StaTEMENT OF INCOME aND EXPENSE FOR THE ..-.... a — ae 
Item 
@) 
INCOME 
1, Commitment income............c.c.s--cccecrcccoccnccesecescoccce esunsoees: ecccaccsoe cbudnsrnenaulcaceddidinalin 
Be IEE TEI oc ccenacnencncnnersnceuacueusennauss — weesoceccesconsssscolce prcccccecsce| sconce maabaghiie 
3. Interest on debenture bonds of SBCs......-..-. en TY eeccewcecccee|eccce obsenetin 
4. Interest on U.S. Government securities..............--.--.------------------- 2-2 [oun coccoccccelocce. dendénaake 
&. Interest on amounts due from debtors on sale of assets acquired in liquidation of 
DORIS CURR GOR OMIIIIES . 2. occ nncccc ewe wsccccacenesceccsevesasconsconcscéeoccescloco wocccccese=|occcceccccecse 
I nn on nn cewenceceeanecsonncacenen cunanescesesouss eocccee-|-cce eoccce coe-]---0 ocaece wikis 
7. Compensation income—participations Sold..........ncecccecccccccccncnsccccscces|onenee pdasensleceetl RES 
8 Advisory and consulting service fees. . ............... wenavevececncscescocsccccces|eocccasccccessleocecace riven 
ee See SUE UERTIID HI ng. wccccncccecccnnncnpesnancsasedseessbecssesbess codiene wassoce loccccencccesce 
10. Miscellaneous fees_-_...-.... euccacesepeaccacecssecocesstaecessessesevcsassslcoeseessseness loccesscscensns 
ll. Dividends on capftal stock ca... Seieinipenabennneninha nae edaepeties ait eooukte 
a ee ee oumnacenal 
13. Income from assets acquired in liquidation of loans and SIIIIING cciccenaenaenetelioeabanmaniandidiesneaaee 
eo ee potnncensececgnivtintinniaiaitadndas enaeesecvencccansse|coucsceccecoes|oncscccocesces 
15. Be teisteetdnnineneteaisnmisictenl paneeesaninbal Sededebiainn etenecens aponenusceses|qcorccescacess|cqcccecesengne 
== 
EXPENSE 
ie: RNR IINIDD,.. ._......ccnenesuiaeenennsuienbnin satin piciaenadinnbenaainiel eaiaiaininenaaniamn 
17. Interest on notes and other obligations payable to SBA--.......-..--.-..---...----}--------------]---- 
18. Interest on obligations payable to other than SBA..-...... w 
19. Compensation expense—participations purchased........ genecsdoseosoecbusceoessaléochpeancceceslenseunenenl 
es SS EE wo seueeneinnsenennnnstinedontookes dudheinesquabéansleanenethinn 
21. Expense on assets acquired in liquidation of loans and debentures. ....-.......---|--.2-----2----|-- een nnn nne on 
Se, Sn: GOIRIND CIID cn pcre cc concccnccconsnneecsoennechocenccncetess|occsesespenecelioocoonsnnnh 
23. Amortization of discount (premium) on debentures payable... . ............-------|-----eeenennn-|-- een ennncnnee 
BE ee ee ann inccnccnncccnnecnsscccnscannccensscecesncceupewecedisccsunssscnsechioesetitan 
25. ee chtitacbbebbetbeeeeanesbenansen eacenqunancousencesns|onccocesesscosioosessae qsheus 
—SS—SS== 
es er ne IN NS iiraicenntncidcnundctsccscondccatseudaqssunemsciunsisascesneeiesepecene 
PROVISION FOR INCOME TAXES 
ee Te pas diesel cipal mines omaiaet eine 
28. Net income exclusive of net realized gain or loss on investments.................--|-------------- poinnngl waned 





STATEMENT OF REALIZED GAIN oR Loss ON INVESTMENTS 

















Item Aggregate | Aggregate Net gain 
cost net proceeds 
qi) (2) (3) (4) 
1. 0.8. Government securities..............-...--.- a dencaniaielecsampaseditiiibaintai iniptnnitinn 
2. Debenture bonds of SBCs... sien paennincieian naman tmmaannibemennniindamnbneeaan 
Re on nn nn neaunenannammansnanena icsiscscboabed tesesekbepesthsecoiial Sinesb 
4. Assets scquired in liquidation of loans and debentures hssecsaeaiipiieiinincanisiptceihinmetap ennai ann 
ib hiiistt cent minitineimmminmmmannrontabagaabensedamemsan dae riicieneonccanmidcke ad dinimuammnnipcaiinia eaeet 
6. Net realized gain (loss) on investments, before taxes on income. ........... cetheebees éucensacabbioedéed nadine 
7. Provision for income taxes . 
Federal $ ........ Other $ ........ 
& Net realized gain ee is SRO oc ccccusccanidsbidiecbsseercendinn dinates cdi daniibdidititetit tune alln 
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bs 


I 


ee eee 
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A Form 468 Page 4 
or 0-50) Part II 





(Name of licensee) 








eccceccccecece oe » 19.0. 


Surplus reconcilements Schedule 1 


Item Current Fiscal year 
period to date 


(1) (2) (3) 





PAID-IN SURPLUS Schedule 1s 


1. Paid-in aps a ee a Sr ae 
2. Additions during period (describe): 


(a). See e ee eeeennereescoeroe So SORA OOS OS OSHS OESS ESO AEE ARORA EEE R EELS SE EEEERE ESOS RESIS OSOERS SSO OROS Per ewewesoces 





ee a a em em eee mn eee eee een Reem eens ne ee eens eee seen n ates ese ees sees eeesene 





RETA(SED EARNINGS 
1. Total retained earnings at beginning of period_.....ceaececececeancencecceccceccer|oceeececancece|aceeceacnceces 


2. Retained earnings from net income at beginning of period....................--- onlemerunnainde étdsancan 
% Additions during period (describe): 


EEL ATOM BEF ICCING, ... oncecoocuconccoorconsanoanpnonnccosusasnanecsopnasseece locncusececenselonnannnccscest 


4, a neice ieeeintinmieiait ateeahenmmnmainnineonmai nunposannenpesioccnnqocsesanebions Siaeaiienenss ose 


5. Deductions during period (describe): 
(a) Dividends from net income..............-c<es<e- 







6. ETTORE AEA atlas i iid TT 
7, Retained earnings from net income at close of period... Fea i ares cnt deni deninineveloeasthieipalenaateldepndaaleaianiaiadeamlaniataa 
8 Retained earnings from net realized gain on investments at beginning of period....)...........-.-|--------<.-+-- 
9% Additions during period (describe): 

a From net realized gain on investments.......... dendiaibiadanoubanee caeatiiinameanmibaamaaaimaaateee 


BN snaccdncnsesesesevesis Lidaipsaiiltiorionstitieils Serta ic aerate 


_——S—S——SSSSS »_L ———S=S==—" 
ll. Deductions during period (describe): 
iS Dividends from net realized gain on investments........... sade ne | Ge es 


2 ID IAIDD,. ; «cscunssuneniensstbiuenibansuntbbepiereinsieenmeemenenimamiuiientnl Lenminameinee 
13, Retained earnings from net realized gain on investments at close of DOE cctccccclsincacstccdesebibemeins 
uu NE CONNIE OE IIE IIE sisi ntiechinccccccnnemincnnunnciieniihsenniipininntaiienaamdinaian ; 
APPROPRIATED RETAINED EARNINGS Schedule Ic 
ted of a Bcistigiinccesaciiisedpntaininiiiicidhes Shenndtibitianiiindngeaaiinaldiiiiae 
‘ aa ments retained sraines i SSesenite per 


eneeee FORRES HORE OH ODEO EOE OS SOSES SEES OS S SSOESSSSS ESSE EES EEEE SS EESSEEESESSS | OSES RE REESE ES ERESSSESOEeeee 








t Denicen daria urin g period ( nn escribe Pn ee ny oan ee ares 


6. Aggropiiated retained earnings at close of perlod........+.----« ececdece wcocereeeces|cccccccccccess|cocccccqoecece 
pares sss sles SS 
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REPORT FOR THE ...... Moxtus ENDED ....... siiieieapaual iia « Ric 























Operating expenses Schedule 2 
Fiscal year 
to date 
(i) (3) 
— 
S Mbvettisins and promotional costs... ............2... 2. ccc ccecdsscscctecsscsbesccoce a] ewrnceecccenee| -ccecccccecces 
2. RE, CRE, SINE GETROSTINE COINS... ccc ccccecececeseeeccocccenccnpeencs|sncncocecetovelcncsannesiahen ; 
EE na ennewuesusuennuevensacedanccssestessuatadsoujesdabesbuTatos Rinscécakdestes 
OC, Coc cn peeve cccescacccoescocesecccececscnesocceceneneccasessdesbe sesesunssosuts ecsuetubbnsle. 
etree sewterreereccucucwevesedereusccesecesboscesvssediancosccocncesateccotbbbesinas 
6. Depreciation of corporate premises owned—building...,-.--.~----------2------2-]----- enn ne one] ene e eee e nee 
7. Depreciation of furniture and equipment... ...-..------eeeenne ee n-ne nnn nnn nn ene] once eee n ee en ee leweenennneeees 
en nes GU OUIENITED SROSUENED C0006... coc nccncusoeetecsetesesewcecccrsonpaloceusnousecewicbcoonsscnains 
IIL co aire ons ccencandoencsenstensngdedansoceepondonenelspasencenecepelesecseceiaes 
ee EE Ur BOGEN AP OEOD QOUNE, 00.0 c canccoccaceccntseuasececsocecanseusbcancojabbuccleucésoclivssusbibate: 
31. Investment adviser and supervisory costs.....-....--.-------------------- Pircccic]cowccwcccccwce]ccoccceuccotcs 
BE Be ic crccccocdescensebteweewewwewouvewnll preweNeN povusyguuancouwausecauryslveusevecreeusaivccvudthatines 
Ec oo on ns oe enemas dbuenendnakndaascoeneeebbelpeaneeshecspesl eonpensierin 
Dr DURING GEIB ins. 500 ptitwe vie wwerweewunccuveswimmrcemreavecerecpovevaseuascebslecooscocesbesultscecocconcees 
et So packard oatdaruketsmmbassounimbensestenanelsesumaen 
36, Tenes, exzeuding: Federal and- State ineoite ta50t.... wcccsececewecnccccccceccvocccefosccceccccteseluccvesccesetes 
17. Travel__.... Dee ene sla caghsnaneamananusseniassaesesenonesnnennsocupangupeonestioponabocgocbiclocsncooncanpen 
18. Uncoliectible notes and accounts................-----.-< bit cinbtiedeees Pdkcussicinecawcwsenee cok aceeeanee 
ee naar eaneanonens aban perklasonennersaipalionsenniaial 
GA, -‘Wmosiloctibnlc leans amd Cobenteres snc wsvic cc cc cee cicndccccdois ss cectotscwcccceccfuctoesccccccbelwocwccubeedece 
21. Uncolicctible amounts due from debtors on sale of assets acquired in liquidation of 

Se Gia written tieciiccewcdicsccecdhccctbsccdencuddcqceccocchsleséecccocoessciscesnnuiiivetes 
Eds chqnavensehetnnbenussendlpoehscnssocoeusscccedcuapacsnacannsesceebsovassasesbusbost octeoseqcncesslecepunbbealiies 
Ws alee i505 5655 5055565s6R DNS REEOd ser eEbecokyecneverUEUsiscuneESnsccnsscccccuc|sccensocebeesshccceeuibessene 
Des eat sssebsdssscccces Seccsovccccccccscccconcccncecosecesccesescoscococcsceces|obewedeccccseslesecccccces: ane 
BE Uae Res SsSEOSSEESSS 5155 CEASTEsb ELE RietbdecebEbretistecwEeUEE Leki SSeS outpeaddebs Sd] véwEUNUEEN eee bbuebeeenans 
ly hihi senb are aiadehhsesatanekseoennnenseneceeonovetenssesespuaséonesloooupsounearesipuaeosseneel 
SUK Ween EEE Sah bbbaec edb becbbsvebsseebonessscbincupcccectéuendicsecccestisscgdpivechunbussiditbecenaqesalts 
Ds. equeepocnstecdnbaquentocepeecenanscsauecessacecaneapsosceesesapesaenosousaesocepabel eqceooenspenssinesoosennenne 
it ihidlnusnniantalthaamaseheiabeadeaiignsbaenenensaererseaueneoeonrersshesyberantendt+etaseltaiell alan 

30. aeRirssscsnsassstencbanainhatbencaindecs dcccdnanrenapcndiplescensbeshenqatsdenincenpadiens ees piocealacien 

Verification 
Parts I and II of the Financial Report for the .... months ended .....$...., 19 ...., submitted by the........., 
souvepseeee snap oerrpssesnite Seas a to the Small Business ‘Administration, and consisting of stete- 
Licensee 


ment of financial condition, statement of statutory capital and surplus, statement of income and expense, statement 
of realized gain or loss on investments, and Schedules 1 to 6, inclusive, on SBA Form 468, are hereby certified to be 
correct to the best of my knowledge and belief. 


——— oe (Chiet Financial Officer) 


TUES .coccaccenesecpaecnesesveccncapecosenacecste 
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(Name of licensec) 































REPORT FOR TRE ...... MONTES DAORS* sacssse<ccccccecesce 5 Sinadnis 
LLL LLL LLL LLL LLL Tet 
Loans (Section 305) Schedule 3 
SS 
Balance receivable 
Terms | at close of period (b) 
Balance } | Deduc- 
Name and address of Face | jreceivable| Additions! tions Maturity 
smal] business concern | amount | Interest | Maturity | at begin-| during during j 
(Debtor) (a) of loan rate per amortiza- | ning of | period period 
annum tion plan, | period Witbin After 
ete. 1 year 1 year 
(1) (2) (3) (4) (5) . 6 (7) (3) (9) 
———————— | | ee a | 
De ieiininnehnaienn aihiatas | XXX | XXX 


(a) Show type of business in which borrower is engaged. If loans are mado to more than one borrower in the 
same line of business, group such loans under appropriate caption. ; 
(b) Identify each item ‘‘pledged”’ or ‘‘earmarked”’ by letter (P) or letter (E), as appropriate. 


SBA Form 46s Page 7 
(10-59) Part U 


(Name of licensee) 


REPORT FOR THE ...... BIORTUR DUUES cndstionscensen nia ; sone 





Debenture Bonds of SBCs (Section 304) 











Terms Balance at cost 
close of period (b) 
Balance | Addi- Dedue- 
Name and address of at cost tions tions 
small business concern Maturity, | begin- during during Maturity 
(issuer) (a) Interest | amortiza- | ning of period period 
rate tion plan, | period 
par value, Within After 
ete, one year | One year 
(1) (2) (3) (4) (5) (6) (7) (8) 


a 








MDSscecdcagasven XXX XXX 





(2) Show type of business in which small business concern is enraged. If debenture bonds are acquired ‘from 
oo than one small business concern in the same line of business, group such debenture bonds under appropriate 
caption. 

(b) Identify each item “pledged” or “earmarked” by letter (P) or letter (E), as appropriate, 
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(Name of licensee) 


Delinquent loans and debentures, and allowances for uncollectibles Schedule 
5 





Installments due Allowance for uncollectible loans and debentures 
and unpaid on loans 


Name of small 
concern 
(debtor) 


a) 











3. General allow- 
ance for un- 
collectible 
loans and 
debentures_... 








SBA Form 468 Page 9 
(10-59) Part Il 


ee Oe meeps meee cee w ween meme eee eeeseeseeseeesees ae wecececs oo 


(Name of licensee) 
PGES D0 GEE. ccccne DOTS TOD cicctensanasoumensn~ 7. 





Capital stock of small business concerns Schedule 6 








Balance} Allow- | Market, or 
Addi- | Deduc- | at cost | ance for| fair value 
tions tions | close of | losses at| as deter- 
— dur period | close of | mined by 
per peri (b) period | theboardof 
directors 


@) (8) (9) (10) (1) 











Total..... XXX | XXX | XXX | XXX 








(a) Show type of business in which small business concern isengaged. If capital stock is acquired from more than 
one sma}) business concern in the same line of business, group such capital stock under appropriate capcion, 
(b) Identify cach item “pledged” or “earmarked” by letter (P) or ietter (E), a8 appropriate, 


PMO Mn mee 





aS 
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oy 
dof 
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Page 10 

— Part Ul 
eounedueeunsoeen: ——— 








Cash on hand and in banks 


oo oo 0 0 6 6 66 66 O86 88 OSE EOE ES OE EES FOOSE ESE SESE ESSE EE SESE ESSE ES | HOES OSES ES OE ES | OREO ROR OOOO 


(0). - ----------0------------eene pene een en ent e nnn en ee wenn enw n ene nnecnwee nc nnennee=|-eeeer en cecee|-enecwnnnn ---- 


2. Time deposits—balances with: 


3. Cash items in process of collection i octuameeemesaieehilintiminemeeeeiidl 
4, Petty cash.......-.-.---..-----------=- enterenernccecccenecnoncceconnnsennenenncnee 





Verification 
Parts I, 1, and Il of the Financial Report for the .... months ended -........- » 19...., submitted by the 
SD eaneeeesense conncedecccocccecescucesecccctepeouceecence to the Small Business Administration, and consisting 


of statement of financial condition, statement of statu capital and surplus, statemtnt of income and expense, 
statement of realized gain or loss on investments, and Schedules 1 to 17, inclusive, on SBA Form 468, are hereby 
certified to be correct to the best of my knowledge and belief. 


. 
eeeeeseeeerce cess ss ececesecess 


(Date) ir (Chief Financial Officer) = 
Title OP SEF EEE EEE EEE SEER EESE CSE ESSESCSSEOSEOEOEE 
Verification 
I hereby attest that the minutes of the meeting of the Board of Directors of the..............-...-. omeuauens 
(Licensee) 
a 9...., show that the Board, at such meeting, reviewed and eppeennd 
Parts I, Il, and II of the Financial Report r such ey for the .... months ended” asankil ---, 19...., covered 
by the above verification of the chief financial officer. 
(Date) (Secretary) 
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(Name of licensee) 


eeccacssccsecccsccoss 19 cocece 





U.S. Government obligations, direct and fully guaranteed Schedule 8 





Details of issue Value based 
Principal Amount at | on current 

Name of issuer and Interest rate amount, at | cost carried market 
par of bonds | in balance quotations 
Call date Maturity and notes sheet at balance 
date sheet date 






title of issue 


q) (3) (4) (6) (7) 
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Loan participations purchased and sold (section 305) Schedule 9 



















Balance of loan partic- 
Terms ipation at ciose of 
period 


| Maturity, Maturity 
In i al lla 


terest amortiza- 


Name of Participat- 
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E. SBA INTERPRETATIONS—FEBRUARY 12, 1960 
TITLE 18—BUSINESS CREDIT AND ASSISTANCE 


CHAPTER I—SMALL BUSINESS ADMINISTRATION 
[Amdt. 1] 


Part 107—SMALL BUSINESS INVESTMENT COMPANIES 
MISCELLANEOUS AMENDMENTS 


The Small Business Investment Companies Regulation (23 F.R. 9383) is 
hereby amended by: 

1. Inserting center heading ‘Statutory Provisions and Regulations” immedi- 
ately preceding § 107.302 of this part. 

9, Inserting center heading “Interpretations” immediately following § 107.308— 
12 of this part. 

3. Adding §§ 107.1000 through 107.1009 as follows: 


Sec. 

107.1000 Capital structure of licensees (interpreting section 302 of the Act), 

107.1001 Repayment of subordinated debentures (interpreting section 302(a) of the Act). 

107.1002 Participation by SBA with a licensee under section 7(a), of the Small Business 
Act in an SBIC loan (interpreting sections 302 and 3038 of the Act). 

107.1003 Collateral security for convertible debentures purchased by a licensee (interpret- 
ing section 304(c) of the Act). 

107.1004 Aid for agriculture (interpreting sections 304 and 305 of the Act). 

107.1005 Maturity of convertible debentures and long-term loans (interpreting 
§§ 107.3804—-1(b) and 107.305-—1(b)). 

107.1006 Repayment of convertible debentures and long-term loans prior to maturity 
(interpreting §§ 107.304—-1(b) and 107.305—1(c))). 

107.1007 Short-term loans by a licensee (interpreting § 107.305—1(b) ). 

107.1008 Eligible investments for idle operatiing funds of SBICs_ (interpreting 
§ 107.308-3).. 

107.1009 Employment of funds provided small business concerns by licensees (interpret- 
ing § 107.308—9(a)). 


AUTHORITY : $§ 107.1000 to 107.1009 issued under sec. 308, Pub. Law 85-699, 72 Stat. 
694. 


§107.1000 Capital structure of licensees (interpreting section 302 of the Act). 

Whenever capitalization of Licensee is to consist of more than one class of 
stock the voting rights and other rights and remedies may not be inequitable or 
discriminatory, and may not unduly concentrate control or management of the 
Licensee through pyramiding, inequitable methods, or inequitable distribution. 
Full disclosure of all voting rights and other rights and remedies of all classes 
of stock must be made to all shareholders prior to their purchase of stock. 


§107.1001 Repayment of subordinated debentures (interpreting section 302(a) 
of the Act). 

(a) Repayment of subordinated debentures must be made in such manner 
as not to reduce paid-in capital and surplus below the statutory minimum. This 
minimum is set by section 302(a) of the Act at $300,000, and subordinated deben- 
tures are deemed to be a part of capital and surplus for the purpose (among 
other things) of providing this minimum. 

(b) At the same time, the obligation of a Licensee to repay a subordinated 
debenture is absolute and binding, and is not limited to the availability of par- 
ticular funds. For example, although subordinated debentures may be repaid 
from borrowed funds, such repayment may not be made unless capital and sur- 
plus is simultaneously maintained at or above the $300,000 level. 

(c) Thus, Licensees should be aware of their obligations under the terms of 
the debenture, and these obligations should be provided for in a manner which 
will insure compliance with the minimum capital requirements imposed by sec- 
tion 302 of the Act. 


§107.1002 Participation by SBA with a licensee under section 7(a) of the Small 
Business Act in an SBIC loan (interpreting sections 302 and 303 of the Act). 
Sections 302 and 303 of the Small Business Investment Act of 1958 limit 
the nature and degree of financial assistance which SBA is authorized to provide 
Licensees in conjunction with the financing which Licensees are empowered to 
render small business concerns. Under these limitations SBA cannot participate 
with a Licensee under section 7(a) of the Small Business Act or otherwise in 
loans made by Licensee to small business concerns. 
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§ 107.1003 Collateral security for convertible debentures purchased by a licensee 
(interpreting section 304(c) of the Act). 

(a) Section 304(c) of the Act authorizes a Licensee purchasing convertible 
debentures from a small busines concern to require that such concern refinance 
so as to render the Licensee its sole creditor and, except as provided in regy- 
lations issued by SBA, the small business concern must agree that it will not 
thereafter incur any indebtedness without first securing the approval of the 
Licensee, and giving the Licensee the first opportunity to finance such indebted- 
ness. 

(b) Debentures are commonly understood to be unsecured bonds without the 
protection of any specific pledge of property. The holder is protected by any 
property not otherwise pledged. 

(c) Therefore the Act is interpreted as not authorizing -collateral -security 
for convertible debentures purchased by Licensee from small business concerns, 


§ 107.1004 Aid for agriculture (interpreting sections 304 and 305 of the Act), 


The program established by the Investment Act is to aid business concerns 
and the assistance available through such program cannot provide financial 
or other assistance to concerns engaged in agricultural activities, namely, those 
involving the production of crops and livestock. In cooperation with the De 
partment of Agriculture, SBA has established certain basic guidelines to aid in 
the determination whether an operation is a business or agricultural enterprise. 

(a) Concerns engaged solely or primarily in the purchase and resale of com- 
modities, the manufacture, processing or marketing of commodities, or the 
sale of services to the public are considered to be engaged in a business enter- 
prise. This includes-the purchase of. fruits,,vegetables and flowers. for resale, 
the packaging, freezing, or processing by other means, of meats, fruits, and 
vegetables, the slaughter of livestock and poultry, the operation of warehouses 
and cold storage plants, feed mills, and the operation of a feed yard for cattle 
where income is derived from the service operation of housing and feeding the 
animals. 

(b) Concerns engaged solely or primarily in the production of agricultural 
commodities are considered to be engaged in an agricultural enterprise, which 
normally involves the cultivation of the land for the production of food and 
fiber. This would include concerns producing field crops, livestock, and nursery 
crops. 

(c) A concern which is engaged in an agricultural enterprise as well as a 
business enterprise will be classified according to the predominant part of its 
operations, considering the time devoted to agriculture and business and the 
income derived from each. 


§ 107.1005 Maturity of convertible debentures and long-term loans (interpreting 
§§ 107.304-1(b) and 107.305-1(b)). 


Sections 107.304-1(b) and 107.305-1(b) set the minimum maturity of con- 
vertible debentures and long-term loans at five years. These paragraphs estab- 
lish a minimum final maturity or term of the debentures and loans, and do not 
prevent Licensees from negotiating terms requiring amortization payments in 
reduction of the principal amount of either convertible debentures or long-term 
loans any time prior to their final maturity. However, during the first five 
years of any debenture or long-term loan, the amortization cannot be greater 
than the equivalent of five year straight-line amortiaztion. 


§ 107.1006 Repayment of convertible debentures and long-term loans prior to 
maturity (interpreting §§ 107.304—-1(b) and 107.305-1(c)). 

(a) Convertible debentures referred to in § 107.304-1(b) are callable, in whole 
or in part, by the issuer on any interest payment date, upon three months’ notice, 
provided any partial call is in reasonable amounts, not less than $1,000. 

(b) Under the provisions of § 107.305-1(c) pertaining to repayment of long- 
term loans, the borrower may on any interest payment date, make payment, in 
whole or in part, of the face amount of loans plus accrued interest, provided 
any partial payment is in reasonable amounts, not less than $1,000. 


§ 107.1007 Short-term loans by a Licensee (interpreting § 107.305-1(b)). 


The question has arisen as to whether a Licensee may purchase convertible 
debentures from a real estate developer-builder and follow up with a less than 
five-year maturity construction loan to such builder. Such a short-term loan 
would not be within the exception of § 107.305-1(b), permitting loans for terms 
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of less than five years when necessary to protect the interest of a Licensee in an 
existing long-term loan, convertible debentures or stock. The exception for 
short-term Joans is an emergency privilege which is available only if unavailable 
and as a necessity for the protection of a prior loan or investment. 


§ 107.1008 Eligible investments for idle operating funds of SBICs (interpreting 
§ 107.308-3). 

Under the provisions of § 107.308-3 a Licensee may invest funds not reason- 
ably needed for current operations in U.S. Treasury bonds, notes, certificates, 
and bills; U.S. savings bonds, Series E and Series H; and Federal Housing Ad- 
ministration debentures. Investment is not permitted in securities of the Fed- 
eral Intermediate Credit Banks, Federal National Mortgage Association, Federal 
Home Loan Banks, Federal Land Banks, Banks for Cooperatives, or Inter- 
national Bank for Reconstruction and Development (World Bank). 


§ 107.1009 Employment of funds provided small business concerns by Licensees 
(interpreting § 107.308-9(a)). 

(a) The question has been raised as to whether Licensee may provide loans 
to concerns known as professional associations. Such associations would trans- 
fer the proceeds of loans from Licensee to institutions and professional people 
in exchange for interest-bearing time notes. 

(b) Section 107.308—9(a) is interpreted to provide that funds supplied small 
business concerns by Licensee May not be invested, loaned, or otherwise trans- 
ferred by such small business concerns for use by others in exchange for an 
equity interest or promise to repay. Therefore the type of financing described 
above is not permitted. Similarly, such funds may not be used for financing 
factoring operations, or for the purchase of commercial paper. 


PHILIP McCALuuM, 


Administrator. 
FEBRUARY 12, 1960. 


[F.R. Doc. 60-1517 ; Filed, Feb. 16, 1960 ; 8 :52 a.m.] 
Effective date Feb. 17, 1960. Cite: 25 F.R. 1397 


F. SBA AMENDED REGULATION ON LOANS TO STATE AND LOCAL 
DEVELOPMENT COMPANIES—FEBRUARY 12, 1960 
{Amdt. 1] 





Part 108—Loans To STaTE AND LOCAL DEVELOPMENT COMPANIES 
MISCELLANEOUS AMENDMENTS 


The regulation governing loans to State and Local Development Companies 
(23 F.R. 10511) is hereby amended by: 

1, Rescinding in its entirety § 108.2(c) and substituting the following in lieu 
thereof : 

(c) “Small-business concern” for the purposes of a section 501 loan means a 
business concern which would qualify as a small business under § 107.103-1 of 
this chapter and for the purposes of a section 502 loan means a business concern 
which would qualify as a small business under § 121.3-10 of this chapter. 

2. Rescinding all of § 108.502-1(b) (2) and substituting the following in lieu 
thereof : 

(2) It is to finance the construction, acquisition, conversion or operation of 
recreational or amusement facilities unless such facilities contribute to the 
health or general well-being of the public ; 

3. Rescinding all of §108.502-1(h) and substituting the following in lieu 
thereof : 

(h) Interest rate. The interest rate on a direct section 502 loan to a develop- 
ment company and on SBA’s share of a section 502 loan made in participation 
with another lending institution shall be 5%, per cent per annum: Provided, how- 
ever, That where the interest on the share of the loan of the bank or other 
lending institution in a deferred or immediate participation loan is less than 
5% per cent per annum, then the rate on SBA’s share of the loan shall be at 
the same rate but not less than 5 per cent per annum. For the purposes of 
this paragraph, bank’s share of a deferred participation shall be the entire 
et of the loan until such time as SBA shall actually purchase its partici- 
pation. 
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4. Rescinding all of § 108.501-1(b) (4) (i) and substituting the following ip 
lieu thereof : 

(4) Loan purposes. (i) Subject to the approval of SBA, the proceeds of 
loans to State development companies may be used to provide equity capital 
and make long-term loans to small-business concerns: Provided, however, That 
such proceeds may not be used for investments and loans involving enterpriges 
which derive a substantial portion of their gross income from the sale of 
alcoholic beverages. For the purpose of this section a long-term loan shalj 
have a final maturity of not less than five years. State development companies 
may use section 501 loan proceeds to purchase capital stock in, or to relend to 
small-business concerns in need of assistance to finance their operations, growth, 
expansion or modernization: Provided, however, That said authority to pur. 
chase or otherwise acquire capital stock or any other proprietary interest jn 
a borrower shall extend only to State development companies which are owned 
and controlled by private interests. 

5. The foregoing amendment is effective upon publication in the Ferprra, 
REGISTER. 

Dated : February 12, 1960. 

Puitiep McCatium, 
Administrator. 


[F.R. Doc. 60-1518 ; Filed, Feb. 16, 1960; 8 :53 a.m.] 
Effective date Feb. 17, 1960. City: 25 F.R. 1398 


G. SBA PROPOSED RULEMAKING AMENDING REGULATIONS—FEB.- 
RUARY 12, 1960 


PROPOSED RULEMAKING 
[From the Federal Register, Feb. 20, 1960] 
SMALL BUSINESS ADMINISTRATION 
[13 CFR Part 107] 
INVESTMENT COMPANIES 
Notice of Proposed Rule Making 


Notice is hereby given that pursuant to authority contained in section 308, 
Pub. Law 85-699, 72 Stat. 694, it is proposed to amend, as set forth below, 
§§ 107.302-1, 107.302-2, 107.303-3, 107.308-7, and 107.308-9 of Part 107 of Sub- 
chapter B, Chapter I, of Title 13 of the Code of Federal Regulations. Part 107, 
Subchapter B, Chapter I, of Title 13 of the Code of Federal Regulations gov- 
erning the establishment and operation of small business investment companies 
chartered or licensed by the Small Business Administration to operate under 
the Small Business Investment Act of 1958, and to carry out the provisions of 
said Act, was published in the FreprRAL REGISTER on December 4, 1958 (23 F.R. 
9383), and became effective on publication in the FEDERAL REGISTER. Prior to 
final adoption of such amendment of Regulations, consideration will be given to 
any comments or suggestions pertaining thereto which are submitted in writing, 
in triplicate, to the Small Business Investment Division, Small Business Admin- 
istration, Washington 25, D.C., within a period of 30 days from the date of 
publication of this notice in the FEDERAL REGISTER. 

Information. The amendment under consideration changes the provisions of 
present § 107.302—1 relating to initial capital and surplus of small business in- 
vestment companies and §107.303-3 relating to SBA operating loans to Licensees 
by restricting the use of the proceeds derived from the sale of subordinated de- 
bentures and loans made pursuant to sec. 308(b) of the Act, to the financing 
of enterprises other than alcoholic beverage enterprises. 

Proposed amendment of § 107.302-2 will permit small business investment 
‘companies to issue stock for considerations other than cash and to grant stock 
options. 

* The tax status of transactions involving stock transferred pursuant to exercise 
of options and stock acquired in exchange for considerations other than cash is 
governed by the provisions of the Internal Revenue Code of 1954 and rulings 
of, and Regulations issued by the Treasury Department. Whether an option 
qualifies as a restricted stock option as defined by sec. 421(d) of the Internal 
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Revenue Code of 1954, Public Law 83-591, Title 26, U.S.C., is a determination 
made by the Treasury Department rather than the Small Business Administra- 
tion. (TD 6276, 22 F.R. 9862, December 10, 1957.) Likewise compliance with 
applicable State law is a determination made by State authorities rather than 
the Small Business Administration. 

Further, proposed amendment changes the provisions of present § 107.308-7 by 
adding thereto a new paragraph (d) relating to investment advisers and 
management contracts. 

In addition, proposed amendment will qualify paragraph (d) of § 107.308-9 
relating to the use outside the States of funds provided by Licensee to a small 
business concern; and add a new paragraph (e) prohibiting Licensees from 
providing small business concerns with funds to be used for the financing of 
raw land speculations. 

Proposed amendment. Part 107 of Subchapter B, Chapter I of Title 13 of 
the Code of Federal Regulations is amended as described below: 


§ 107.302-1 [Amendment] 

Section 107.302-1 is amended by adding at the end thereof the following new 
§ 107.302-1 (g) which reads as follows: 

(g) The proceeds derived from the sale of any such subordinated debentures 
of a Licensee under section 302(a) of the Act may be used to provide equity 
capital and make long-term loans to small business concerns: Provided, however, 
That Licensee cannot use such proceeds for investments and loans involving 
enterprises which derive a substantial portion of their gross income from the 
sale of alcoholic beverages and accordingly within 30 days after the disburse- 
ment of any funds to Licensee under authority of section 302(a) of the Act, and 
thereafter during period in which any such subordinated debentures remairz 
unpaid, the Licensee shall maintain assets consisting of cash, eligible Government 
obligations, and portfolio investments and loans involving enterprises which do 
not derive a substantial portion of their gross income from the sale of alcoholic 
beverages (exclusive of all investments and loans already in the Licensee’s 
portfolio at the time that the proceeds of such subordinated debentures were 
disbursed), equal in face value to no less than the unpaid principal of such 
subordinated debentures. 

Section 107.302-2 is amended to read as follows: 


§ 107.302-2 Consideration for stock of licensee. 


Shares of stock of any class in a Licensee shall be issued by the Licensee 
only in consideration for the simultaneous payment of cash to the Licensee or 
as stock dividends; or for services or tangible assets to be employed in the 
operation of the Licensee, provided that the issuance of stock for services or 
such assets (other than cash) shall be on a fair and reasonable basis. Options 
upon the stock of the Licensee may be given upon a fair and reasonable basis 
only in lieu of salary or in payment for services actually rendered to the 
Licensee. Shares of stock of any class in a Licensee which represent the initial 
minimum capital required by § 107.201-5(c) shall be issued by Licensee only in 
consideration for the simultaneous payment of cash or upon the simultaneous 
transfer to the Licensee of direct obligations of, or obligations guarantee as to 
principal and interest by the United States. 


§ 107.303-3 [Amendment] 


Section 107.303-3 is amended by (1) redesignating it paragraph (a) and (2) 
adding at the end thereof the following new paragraph (b) which reads as 
follows : 

(b) The proceeds of any loan obtained by Licensee under the provisions of 
section 303(b) of the Act may be used to provide equity capital and make long- 
term loans to small business concerns: Provided, however, That Licensee cannot 
use such proceeds for investments and loans involving enterprises which derive 
a substantial portion of their gross income from the sale of alcoholic beverages 
and accordingly within 30 days after the disbursement of any loan funds to 
Licensee under authority of section 303(b) of the Act, and thereafter during 
period in which any such loan, or any part thereof remains unpaid, the Licensee 
shall maintain assets consisting of cash, eligible Government obligations, and 
portfolio investments and ioans involving enterprises which do not derive_a 
Substantial portion of their gross income from the sale of alcoholic beverages 
(exclusive of all investments and loans already in the Licensee’s portfolio at 
the time that the proceeds of such loans were disbursed), equal in face value 
to no less than the unpaid principal of such loan. 
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§ 107.303-7 [Amendment] 


Sec. 107.308-7 is amended by adding at the end thereof the following new 
paragraph (d) which reads as follows: 

(d) Every Licensee which obtains investment advisory services, or manage. 
ment services, performed for, or supplied to such Licensee by any person, other 
than directors, officers or employees in their capacities as such, shall contract in 
writing for such services and such written contract shall specifically : 

(1) Describe such services ; 

(2) Describe all compensation to he paid thereunder ; 

(3) State the duration of the contract; 

(4) Provide for its termination by the Licensee, without penalty, on not more 
than 60 days’ written notice; 

(5) Provide for its automatic termination in the event of its assignment by 
the person performing the service; 

(6) Provide for full disclosure to all interested parties whenever the person 
performing such services performs similar services for small business concerns 
doing business with the Licensee ; 

(7) Be approved by a vote of a majority of the outstanding voting securities 
of the Licensee prior to such contract becoming effective ; and 

(8) Be approved annually by a vote of a majority of the outstanding voting 
securities of the Licensee or by the vote of a majority of its Board of Directors, 
including the approval vote of a majority of those members of the Board of 
Directors who are not parties to, or do not have a pecuniary interest, direct 
or indirect, in, such contract. 

Every Licensee shall furnish SBA, for informational and record purposes, with 
a copy of each contract to which the foregoing applies, on or before the effective 
date thereof. 


§ 107.308-9 [Amendment] 


Section 107.308-9 is amended by: 

1. Deleting the period at the end of paragraph (d) thereof, substituting a 
colon therefor and adding the following: ‘‘Provided, however, That a Licensee 
may provide funds to a small business concern which is subject to State or Fed- 
eral jurisdiction, (1) for use in the domestic production of products for dis- 
tribution abroad, or to acquire abroad materials for such operation or (2) for 
use in its branch operations abroad or for transfer to a controlled foreign sub- 
sidiary in exchange for further equity interest in or the monetary obligation of 
such foreign subsidiary ; so long as the major portion of the assets and activities 
of such concern, after funds are so employed, remains within the territorial 
jurisdiction of the United States.” 

2. Adding at the end of § 107.308—9 the following new paragraph (e), which 
read as follows: 

(e) Financing the raw land speculations of small business concerns: Pro- 
vided, however, That small business concerns may use funds for the prompt 
development of raw land. 

Dated: February 12, 1960. 

Pure McCatytvum, Administrator. 


[F.R. Doc. 60—1608 ; Filed Feb. 19, 1960; 8:48 a.m.] 


Arrenprx IIT 
(List of SBIC’s licensed by SBA through February 15, 1960:) 


SMALL BUSINESS INVESTMENT COMPANIES LICENSED BY THE SMALL BUSINESS 
ADMINISTRATION AS OF JANUARY 15, 1960 


REGION I 


First Small Business Investment Corp. of New England,’ Boston, Mass. AO’ 
New Hampshire, Vermont, Connecticut, Rhode Island, and Massachusetts. 

Massachusetts Small Business Investment Co., Inc., Boston, Mass. AO’ 
Massachusetts. 





1 Witness at hearings. 
2 Areas of operation (small business investment companies may, under certain circum- 
stances, negotiate with small business concerns outside their stated area of operation). 
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Narragansett Small Business Investment Co., Providence, R.I. AO * Rhode 
Island. 1 

Prudential Small Business Investment Co., Inc., Boston, Mass. AO~ Massa- 
chusetts, Vermont, Connecticut, New York, and New Hampshire. 


REGION II 


Chemelect Capital Corp., New York, N.Y. AO’* New York, New Jersey, Penn- 
syivania, and Connecticut. ‘ 

"Empire Small Business Investment Co., Inc.,, New York, N.Y. AO® State of 
New York. 

Franklin Small Business Investment Corp., Franklin Square, N.Y. Thirty- 
three branches on Long Island, AO* State of New York. 

Louisiana Equity Corp., New York, N.Y. AO®* State of New York. 

Royal Small Business Funds, Inc., New York, N.Y. AO* State of New York. 

Small Business Capital Corp.,’ New York, N.Y. AO?* State of New York. 

Upstate Small Business Investment Co., Inc., Ithaca, N.Y. AO* State of New 
York. 

REGION III 


Frankford Grocery Small Business Investment Co., Inc., Philadelphia, Pa. 
AO? Pennsylvania. 
The Small Business Investment Co. of Pennsylvania.,’ Philadelphia, Pa. AO* 
Pennsylvania. 
REGION IV 


Baltimore Business Investment Co., Baltimore, Md. Branches: Bethesda, Md., 
and Washington, D.C. AO? Maryland, District of Columbia, Delaware and 
Pennsylvania. 

Allied Small Business Investment Corp.,, Washington, D.C. Branch: Be- 
thesda, Md. AO?” District of Columbia and Maryland. 

Charles Small Business Investment Corp., Baltimore, Md. AO?’ Maryland. 

Hanover Small Business Investment Co., Charlotte, N.C. AO’ North Caro- 
lina, Virginia, and South Carolina. 

Inter-State Business Investment Co., Baltimore, Md. AO? Maryland. 

Merchants Investment Corp., Charleston Heights, S.C. AO? South Carolina. 

Mid-Atlantic Small Business Investment Co., Baltimore, Md. AO’ Delaware, 
New Jersey, Pennsylvania, and Maryland. 

Small Business Investment Co. of Virginia,’ Richmond, Va. AO? Virginia. 

United Small Business Investment Corp.,* Baltimore, Md. Branch: Washing- 
ton, D.C. AO? Maryland and District of Columbia. 

West Virginia First Small Business Investment Co., Huntington, W. Va. AO’ 
State of West Virginia. 

REGION V 


Central Small Business Investment Co., Miami, Fla. AO? Florida. 

The Citizens & Southern Small Business Investment Co.,* Atlanta, Ga. AO* 
Georgia. 

First Miami Small Business Investment Co., Miami Beach, Fla. AO? Florida. 
a Small Business Investment Co. of Tampa, Inc., Tampa, Fla. AO* 

orida. 

First Southern Investment Co., Inc.,> Miami, Fla. AO? Florida. 

Greater Small Business Investment Co. of Florida,’ West Palm Beach, Fla. 
AO? Florida. 

Lincoln Small Business Investment Co., Inc., Miami Beach, Fla. AO? Florida. 

Tennessee Investors, Inc., Life & Casualy Tower,’ Nashville, Tenn. AO* 
Tennessee. 

The Third’s Small Business Investment Co., Nashville, Tenn. AO? Tennessee. 


REGION VI 


The Small Business Investment Co. of Ohio, Cleveland, Ohio. AO®* Ohio. 
Cleveland Small Business Investment Co., Cleveland, Ohio. AO? Ohio. 





1 Witness at hearings. 

Areas of operation (small. business investment companies may, under certain circum- 
stances, negotiate with ‘small business concerns outside their stated area of operation). 

*No statement submitted. 
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REGION VII 


Bloomington Small Business Investment Co.,’ Bloomington, Ill. AO? Illinois, 

Businessmen’s Small Business Investment Co., Chicago, Ill. Branch: Chicago, 
Il. AO? Illinois. 

First Chicago Small Business Investment Corp., Skokie, Ill. AO? Illinois, 

First Milwaukee Small Business Investment Corp., Milwaukee, Wis. AO? 
Wisconsin. 

First Wisconsin Investment Corp., Milwaukee, Wis. AO’* Wisconsin, Iowa, 
Minnesota, Michigan, and Illinois. 

Great Lakes Small Business Investment Co., Tipton, Ind. AO®* Indiana. 

Morris Plan Business Investment Co.,’ Cedar Rapids, Iowa. AO?” Iowa. 

Thorp Small Business Investment Corp., Thorp, Wis. AO* Wisconsin and 
Minnesota. 

Wisconsin Capital Corp., Milwaukee, Wis. AO* State of Wisconsin. 


REGION VIII 


Fidelity Small Business Investment Co., Minneapolis, Minn. AO? Minnesota. 

First Banecstock Small Business Investment Co., Minneapolis, Minn. AQ? 
Minnesota, North Dakota, South Dakota, and Wisconsin. 

First Midwest Small Business Investment Co.,, Minneapolis, Minn. AO? 
Minnesota, South Dakota, North Dakota, Wisconsin, and Iowa. 


REGION Ix 


ComTrusCo Investment Co., Kansas City, Mo. AO? Kansas, Missouri. 


REGION X 


Alliance Business Investment Co.,’ Tulsa, Okla. AO? Oklahoma. 

Bankers Small Business Investment Corp.,* Dallas, Tex. AO?’ Texas. 

Dallas Small Business Investment Co., Dallas, Tex. AO * Texas. 

First Texas Investment Co., Sulphur Springs, Tex. AO?’ Texas. 

Forth Worth Capital Corp., Fort Worth, Tex. AO’ Texas. 

So-Tex Investment Corp.,® Alice, Tex. AO? Texas. 

The First Small Business Investment Co. of Louisiana, Inc., New Orleans, La. 
AO’ Louisiana. 

The Small Business Investment Corp. of Texas,* Austin, Tex. AO’* Texas. 

Texas Continental Investment Co., Inc., Dallas, Texas. AO’ Texas. 

Small Business Investment Co. of the Southwest,’ Dallas, Tex. AO?* Texas. 

Small Business Investment Co. of Tulsa, Tulsa, Okla. AO?” Oklahoma. 


REGION xI 
None. 
REGION XII 


Continental Capital Corp., San Francisco, Calif. AO’* California. 

Equity Capital Corp., Palo Alto, Calif. AO* California. 

Northern California Small Business Investment Co., Palo Alto, Calif. AO’ 
California. 

Small Business Enterprises, San Francisco, Calif. AO?’ California. 

Western Small Business Investment Co., San Rafael, Calif. AO’* California. 


REGION XIII 


Small Business Improvement Co., Billings, Mont. AO* Montana and 
Wyoming. 
REGION XIV 


Capital for Small Business, Inc., Los Angeles, Calif. AO? California. 
Electroni¢es Capital Corp.,’ San Diego, Calif. AO* California, New York, and 
Massachusetts. 
REGION XV 


Regional Building Investment Corp., Detroit, Mich. AO’ Michigan. 


1 Witness at hearings. 

2 Areas of operation (small business investment companies may, under certain circum- 
stances, negotiate with small business concerns outside their stated area of operation). 

*No statement submitted. 
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(Supplement to list of January 15, 1960 :) 
FEBRUARY 16, 1960 
REGION II 


Business Equity Corp.,, New York, N.Y. Area of Operation: New York. 


REGION IV 


Greater Washington Industrial Investments, Inc.,7 Washington, D.C. Area 
of operation: District of Columbia, Maryland, and Virginia. 

Southern Growth Industries, Inc., 124 South Main Street, Greenville, S.C. 
Area of operation: South Carolina, North Carolina, Florida, Georgia, Virginia, 
Tennessee, Mississippi, Louisiana, Alabama, and the Commonwealth of Puerto 
Rico. 

REGION VI 


Ohio Security & Small Business Investment Co., Inc.,*> 6218 St. Clair Avenue, 
Cleveland 3, Ohio. Area of operation: Ohio. 


REGION VII 


Evansville Small Business Investment Corp.,’ 416 Main Street, Evansville, 
Ind. Area of operation: Indiana, Illinois, and Kentucky. 
Marine Business Investment Corp., 633 North Water Street,* Milwaukee, Wis. 
Area of operation : Wisconsin. 
REGION xX 


First Small Business Investment Co. of New Orleans, Inc.,’ 1568 Pleasure 
Street, New Orleans, La. Area of operation: Louisiana. 


REGION XIV 


First Small Business Investment Co. of California,’ 215 West Sixth Street, 
Los Angeles, Calif. Area of operation: California. 

South East Small Business Investment Co.," 3422 Tweedy Boulevard, South 
Gate, Calif. Area of operation: California. 


1No statement submitted. 
2 Witness at hearings. 


Apprenpix TV 


(Letter sent by committee chairman to all SBIC’s not testifying :) 


SENATE SMALL BUSINESS COMMITTEE, 
Washington, D.C., February 1, 1960. 

GENTLEMEN: As you probably know, this committee has been conducting for 
the past several months an on-the-spot survey of the operation of the Small Busi- 
ness Investment Act. The result of this study is a decision to hold hearings in 
Washington, February 23, 24, and 25, 1960, covering operations under the act 
to date. 

Your firm has not been selected to testify, but we should appreciate your pre- 
paring a statement to be filed with the committee by mail or otherwise on or 
before Friday, February 19. This statement will become a part of the record 
and should cover both your own experience as a proponent and licensee, as well 
as your general views with regard to the act, the regulations and their adminis- 
tration, and any needed changes. 

Among other points which we should like you to cover are— 
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(1) The time consumed in obtaining your license, and any obstacles that you 
encountered which you regard as significant or unusual ; 

(2) ~Your-experience since obtaining your license, including a description of 
any loans or convertible debenture financing actually completed or in an advanced 
stage of negotiation. Identities of borrowers need not be revealed if deemed 
objectionable. We should, however, appreciate knowing in each case the general 
business classification of the borrower and the important terms of the loan; 

(3) Your views on the following suggested changes in the law or its adminis- 
tration: 

(a) A statutory tax-deductible loss reserve, similar to that now granted say- 
ings and loan associations ; 

(b) Participation by SBIC’s in regular SBA loans under section 7 of the SBA 
Act now prohibited by SBA; 

(c) Permission to SBIC’s to make any form of equity investment in small busi- 
ness, removing the present statutory limitation to convertible debentures ; 

(d) Permission to collateralize, where possible, convertible debentures, now 
prohibited by administrative ruling; 

(e) Alteration of the present statutory ratio of Government loans under sec- 
tion 303(b) to SBIC’s from 50 percent of net worth to 100 percent or more; 

(f) Whether section 303 loans sheuld be secured with specific collateral ; 

(g) Permission to grant restricted stock options to key personnel, now for- 
bidden by administrative ruling; 

(4) Any other problems of a similar nature which seem to you of importance, 

(4) Whether you have made or are actively contemplating a public issue of 
your own securities. 

The committee will appreciate your cooperation. 

With best wishes. 

Sincerely yours, 
JOHN SPARKMAN, Chairman. 


APPENDIX V 
(Letters to committee from SBIC’s:) 


REGION I 


MASSACHUSETTS SMALL BUSINESS INVESTMENT Co., INC., 
Boston, Mass., February 18, 1960. 
Hon. JOHN SPARKMAN, 
Select Committee on Small Business, 
Washington, D.C. 

Dear Sie: In your letter of January 29, 1960, you requested a statement 
from Massachusetts Small Business Investment Co., Inc., regarding the ex- 
periences of that corporation as a proponent and licensee under the Small Busi- 
ness Investment Act of 1958, as well as general views with regard to the act, 
the regulations and their administration, and certain proposed changes. 

My comments are as follows: 

(1) Massachusetts Business Delevelopment Corp., the proponent, originally 
filed a proposal on January 30, 1959. The proponent received from the Small 
Business Administration a notice to proceed dated April 28, 1959. However, 
the proposed operator, Massachusetts Small Business Investment Co., Inc., was 
not incorporated until December 16, 1959, and did not file its license applica- 
tion until December 18, 1959. The license was officially granted on, and is 
dated December 29, 1959. 

After the receipt of the notice to proceed, the proposed operator delayed 
the filing of its license application while its attorneys sought from the Securi- 
ties and Exchange Commission a ruling that the proposed operator would not 
be subject to regulation under the Investment Company Act of 1940. It was 
the view of the officers of Massachusetts Business Development Co. (the pro- 
ponent) that the small business investment company would be subject to many 
regulations of the Small Business Administration and that further regulation 
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by the Securities and Exchange Commission under the provisions of the Invest- 
ment Company Act of 1940 would be particularly onerous. For this reason 
we were unwilling to continue with our license application until we received 
from the Securities and Exchange Commission the aforementioned exemption 
which was eventually granted. 

During this period we also sought and received from the Securities and Ex- 
change Commission a ruling to the effect that an offering of stock by Massa- 
chusetts Small Business Investment Co., Inc., to certain financial institutions 
located in Massachusetts would not be deemed to be a public offering within 
the provisions of the Securities Act of 1933. 

(2) Massachusetts Small Business Investment Co., Inc., has not made any 
loans or purchased any convertible debentures as yet. At the present’ time, the 
licensee is concentrating on the sale of additional shares of its stock to certain 
financial institutions located in the Commonwealth of Massachusetts. 

(3) We are in favor of the following suggested changes in laws affecting small 
business investment companies : 

(a) Changes in the Internal Revenue Code of 1954, as amended, which would 
allow a statutory tax deductible loss reserve similar to that now granted savings 
and loan associations ; 

(b) Changes which would permit participation by small business investment 
companies in Small Business Administration loans under section 7 of the Small 
Business Act; 

(c) Changes in the Small Business Investment Act of 1958 which would allow 
a small business investment company to make any form of an equity investment 
in a small business concern, whether by way of options or otherwise, and which 
would remove the present statutory requirements that equity investments be 
made only by the acquisition of convertible debentures ; 

(d) Legislation which would permit convertible debentures acquired by a small 
business investment company to be secured by collateral ; 

(e) Legislation increasing the present statutory limit of Government loans to 
small business investment companies under section 303(b) of the Small Business 
Investment Act of 1958 from 50 percent of net worth to 100 percent or more. 

We are also in favor of legislation which would— 

(a) Permit the granting of restricted stock options to key personnel of the 
small business investment company ; 

(b) Eliminate the requirement that convertible debentures of the small 
business concern must be callable in 90 days ; 

(c) Eliminate the requirement that when equity capital is furnished to 
a small business concern by means of the acquisition of convertible deben- 
tures such concern must purchase stock of the small business investment 
company ; 

(d¢) Amend the Internal Révenue Code to allow small business invest- 
ment companies a deduction of 15 percent of the interest received by them 
on long-term loans; 

(e) Permit corporations electing to be taxed as partnerships under the 
provisions of subchapter S of the Internal Revenue Code to issue their secu- 
rities to small business investment companies without terminating said 
election ; 

(f) Permit small business investment companies to declare capital gain 
dividends like those now declared by mutual funds; 

(g) Exempt all small business investment companies from the provisions 
of the Investment Company Act of 1940; 

(h) Authorize small business investment companies to acquire equity 
interests in unincorporated businesses and to participate in the profits of 
unincorporated businesses. 

We are not im favor of a requirement that section 303 loans be secured with 
specific collateral. 

(4) Finally, we have not made, nor are we presently contemplating, a public 
issue of the securities of Massachusetts Small Business Investment Co., Ine. 

Very truly yours, 

FRANCIS P. BRENNAN, 
Executive Vice President. 
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NARRAGANSETT SMALL BUSINESS INVESTMENT Co. 
Providence, R.I., February 12, 1960, 
Hon. JOHN SPARKMAN, 
U.S. Senate, 
Senate Office Building, Washington, D.C. 

DeaR SENATOR SPARKMAN: Thank you for your letters of January 28 and 
February 10, 1960. 

As this company received its license December 11, 1959, we are only now be- 
ginning to operate actively. As you well know this is a new field and we prefer 
to move slowly at the beginning. Hence our experience is limited and we would 
prefer not to testify at the hearings you plan for February 23, 24, and 25. We 
would have but little to contribute. 

We would like to comment on some points mentioned in your letter of January 
28: 
“(c) permission to SBIC’s to make any form of equity investment * * *,.” 

We would favor broadening the scope of our operations in this manner. To 
determine the proportion of a small company’s equity into which a debenture 
would be convered is difficult. We would prefer to make a straight loan and 
buy some portion of the lenders equity at a fair and negotiated price. 

“(d) permission to collateralize * * * convertible debentures * * *.” 

We definitely are in favor of this. 

“(e) alteration of the * * * ratio of Government loans under section 303 * * *, 

We do not see why this ratio should not be increased. After all, total bor- 
rowings are limited to four times the SBIC’s net worth. We see no reason why 
such Government loans should be secured by specific collateral. (‘‘(f)” of your 
letter. ) 

I sincerely hope these few comments will be of some assistance to you. 

Sincerely yours, 
HARVEY J. SARLES, President. 


PRUDENTIAL SMALL BUSINESS INVESTMENT Co., INC., 
Boston, Mass., February 12, 1960. 
Hon. JOHN SPARKMAN, 
Chairman, Select Committee on Small Business, 
U.S. Senate, Washington, D.C. 

Deak SENATOR: In compliance with your letter of January 28, 1960, we sub- 
mit the following information : 

1. The time consumed in processing our proposal for a license by the SBA in 
conformity with the Small Business Investment Act of 1958 was not excessive 
and no obstacles of any significance were encountered beyond the usual delays 
common in such cases. 

2. We received our license July 29, 1959, and our experience since then has 
been that (1) we have more applicants for loans than we can satisfy with the 
initial capital of $300,600; (2) that we have had over 100 applications, some of 
them frivolous and of no merit; (3) that most of the undesirable applications 
were due to public misconception as to the intent and purpose of the act, and 
(4) that there still is a lack of understanding and knowledge of the provisions 
of the act. We have made loans ranging from $4,000 to $60,000 to such firms 
as a manufacturer of women’s and misses shoes, a tire recapping firm, a wad- 
ding company providing the wool padding to quilting manufacturers, and a 
real-estate corporation. The first half dozen loans nearly exhausted our capital 
funds and while we have several applications pending which are desirable, we 
hesitate at this time to take definite action on them because of our limited 
available funds. 

There has been no great problem in making loans, particularly in view of 
the “tight money market” and the inability of small nonbankable business firms 
in obtaining loans from banks. In fact this is an area in which we can help 
small businesses the most, although we have had serious objections raised. by 
some borrowers to the necessity of writing these loans for a term of not less 
than 5 years, as required by the act. However, when it is explained to them 
that they can anticipate the payment of the whole or any part of the principal 
sum of their loan at any interest date, these borrowers reluctantly signed the 
note. Of course, it does not seem equitable to give the borrower the privilege 
of repaying his loan on any interest payment date, while the SBIC must con- 
tinue to hold the loan for 5 years or more unless there is a default. It would 
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pe better to leave the matter of maturity, along with the other terms and condi- 
tions, to be negotiated with the borrower. Most small business firms don’t want 
joans to run for a term of 5 to 20 years as provided in the act. They prefer 
short-term loans, without parting with any part of their equity through con- 
yersion, or any other restrictions such as are intended to be removed by the 
Proxmire bill. Incidentally, the Proxmire bill (S. 2611), section 6 thereof, pro- 
yides for the amendment of section 304 of the act, that “it shall be a function 
of each small business investment company to provide a source of equity capital 
for incorporated small business concerns.” Is it intended to exclude unincorpo- 
rated associations, partnerships, and individuals who otherwise qualify for 
loans? If that is so, it would narrow the scope of the act and is a radical 
departure from the original provisions of section 304. 

The opportunities for the purchase of the convertible debentures are few and 
far between. We have not been able to acquire a single debenture loan in the 
6 months we have been in operations. The reasons for the lack of convertible 
debenture financing are briefly as follows: 

(a) The vast majority of small-business firms do not understand precisely 
what a convertible debenture is, just what benefits are provided by this method 
of financing. Even though considerable time is spent in explaining the advan- 
tages of such equity financing, nevertheless, they object to the option acquired 
by the SBIC to convert the debentures into the common voting stock of the 
company. Most small businessmen are loath to part with any part of their 
business no matter how badly they are in need of working capital. 

(b) The convertible debenture is a sophisticated form of financing, better 
understood by larger firms, who may still come within the definition of a small 
business. However, the limitations placed upon an SBIC with $300,000 capital 
is not conducive to the financing programs desired by such firms whose require- 
ments nearly always are in excess of the $60,000 or 20 percent of the basic 
capital figure. In fact, most firms that have professed an interest in convertible 
debenture loans require an amount running into six figures. Hence, our in- 
ability to obtain such loans and the present success of such firms as Electronics 
Capital Corp., with the large capital of $16 million obtained through under- 
writing. Then too, the capital of such a corporation is so far out of proportion 
with that of the ordinary small SBIC that the really profitable convertible 
debenture loans will go to firms like Electronics Capital Corp. 

3. It follows, therefore, that it is almost imperative to go public, for an SBIC 
to do anything constructive with convertible debentures. We are, therefore, 
contemplating a public issue of our securities, if we can find an underwriting 
firm willing to undertake the job. We shall seek a sum of about $3 to $5 million 
through the sale of our common stock. Frankly, the prospects are not very good 
at the moment, because most underwriters can’t see any glamor in the business 
of an SBIC to provide them with the necessary sales talk to help them sell the 
shares. However, we shall keep trying to interest them, since our present capi- 
tal structure and the lack of interest on the part of the SBA to provide addi- 
tional working capital under section 303 makes it imperative for us to obtain 
additional funds through underwriting in order to carry out the intent of 
Congress. 

4. In the interest of brevity, no separate comment is made on all of the sug- 
gested changes referred to in (a) through (hk) under paragraph (4) of your 
letter. We are in favor of amendments which will cover each and every one of 
them. The amendment of the act which is most imperative,’ however, is one 
which will clarify section 303(b) which provides for additional loans to SBIC’s 
limited to 50 percent of net worth. Such limitations, if allowed to remain un- 
altered, will effectively strangle the SBIC with a $300,000 capital, because (a) 
the limit of working capital is thus placed at $450,000 and (b) the requirement 
of collateral as a basic policy of the SBA will deprive an SBIC from obtaining 
open lines of credit from banks when the present “tight” money market dis- 
appears. It is essential to remove the limitation of the 50 percent of net worth 
for purpose of borrowing, if an SBIC is to have the opportunity to borrow addi- 
tional and necessary funds. Whether the limitation is placed: at 100 percent, or 
on a ratio of 2 to 1, is unimportant. What is important is that the amendment 
spell out the terms upon which such loans are to be made and not to leave it 
to the whim of an administrative body. 

When the Senate Committee on Banking and Currency considered the legisla- 
tion, it stated in its Report No. 1652 that “the new program is conceived to 
carry out or to be based upon the following principles: (1) To supplement, rather 
than supplant, existing private facilities; (2) to operate under a simple and 
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flexible organizational structure; (3) to operate and be accounted for in com. 
plete separation from other Federal small business programs; (4) to utilize to 
the maximum possible extent the facilities of State and local development credit 
corporations, and (5) to concentrate upon meeting the equity and long-term 
credit needs of small business concerns.” If this is the basic philosophy of 
the Small Business Investment Act of 1958, it is apparent that the several 
changes referred to in your letter are essential and amendments to incorporate 
these changes will help to realize these basic principles. 

It is our conviction, based upon 33 years in dealing with, and the financing of, 
all kinds of small business firms, that the simple and flexible organizational 
structure referred to in the above qttoted’*committee report is extremely vital in 
the first instance. Complicated rules, regulations, interpretations and policies 
in the administration of the act are not conducive to the success of the program, 
With a flexible and simple organization willing to “encourage the formation and 
growth of small business investment companies * * * (and) * * * lend funds to 
such companies” for additional working capital, as Congress evidently intended 
in section 303, there is no reason why the entire program under the act, as 
amended should not be a great success and eventually become, as Donahue and 
Fitzgerald suggested in their article published in the Harvard Business Review 
for July-August 1959,, as the fourth banking system in the country. 

In connection with the scheduled hearings and your suggestion that our “wit- 
ness will be heard Wednesday, February 24,” I regret to say that we have no 
one to represent us and I am unable to attend because of a coronary condition. 
However, we shall be glad to furnish any additional information upon request. 

Respectfully yours, 
J. S. KAUFMAN, President. 


REGION II 


ROoYALL, KogceL, Harris & CASKEY, 
New York, N.Y., February 19, 1960. 
Re Chemelect Capital Corp. 
Hon. JOHN SPARKMAN, 
Chairman, Select Committee on Small Business, 
U.S. Senate, Washington, D.C. 

Dear SENATOR SPARKMAN: This will refer to your letter of January 29, 1960, 
addressed to our client, Chemelect Capital Corp. 

Please be advised that this company has been dissolved and proposes to sur- 
render its license as a small business investment company to the Small Business 
Administration as soon as necessary corporate formalities are completed. It 
never transacted any business. 

Respectfully yours, 
Justin W. D’Arrt. 


FRANKLIN SMALL BUSINESS INVESTMENT CorP., 
Long Island, N.Y., February 18, 1960. 


Re hearings on amendments to the Small Business Investment Act of 1958. 
(Attention Hon. John Sparkman, chairman.) 


SELECT COMMITTEE ON SMALL BUSINESS, 
U.8. Senate, Washington, D.C. 

GENTLEMEN: May we acknowledge the receipt of your letter of January 28, 
1960, addressed to the Franklin Small Business Investment Corp., relative to 
the proposed survey hearings to be held in Washington on February 23, 24, and 
25, 1960, covering operations under the Small Business Investment Act of 1958, 
as amended (hereinafter sometimes reférred to’as the “act’’). 

In response, we shall endeavor herein to cover the points of inquiry outlined in 
your letter of January 28, 1960. 

1. (a) Time consumed in obtaining license.—Our attorneys, Dodge, Saltzman & 
Waxberg, Esqs., 425 Park Avenue, New York, N.Y., were retained to prepare 
the proposal, application, and all other papers, documents, and instruments in 
connection with the obtaining of a license under the act to conduct a small busi- 
ness investment company. We have been informed by our said attorneys that 
it required, substantially, the time of two senior staff attorneys for a period of 
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approximately 4 weeks to prepare, and submit for examination, in preliminary 
form, the necessary documentation. After completing the preliminary papers, 
including the proposal, proposed certificate of incorporation, bylaws, etc., sub- 
stantial additional time and effort was required, extending over a period of 
several months to comply with the changes, modifications, and amendments 
required by the Small Business Administration (hereinafter referred to as the 
SBA). the Securities Exchange Commission (hereinafter referred to as the SEC). 
In addition, we were required to retain a firm of accountants to aid and assist 
in the formulation and development of plans and programs affecting financial 
and accounting procedures. However, our attorneys have also advised us that 
they did not encounter any substantial difficulty in adjusting differences as to 
substance and procedures with the SBA and SEC and found the representatives 
of such agencies to be, in all respects, cooperative and helpful. In order to 
accomplish this working arrangement with the SBA and SEC it was necessary for 
our attorneys to make two trips to Washington to clarify certain points raised by 
the SBA and SEC relative to the proposal, stock allocations, and other instru- 
ments submitted. Considering the fact that our proposal was No. 5 to be sub- 
mitted in our regional area, we recognize that the SBA and SEC did not have the 
full and extensive experience required to more rapidly process the matter, and 
therefore we cannot, in good conscience, make any serious complaint as to the 
manner or method of disposition of our application. We presume that subsequent 
applicants will receive the benefit of our pioneering efforts. 

(b) Obstacles encountered regarded as significant or unusual.—The provi- 
sions of the act require a borrower to purchase stock in the small business in- 
yestment company (hereinafter referred to as the SBIC). Accordingly, we 
proposed to authorize two classes of stock (class A and class B) both having 
equal rights, in all respects, except that class A would be voting stock allocated 
to the investors and class B would be nonvoting stock reserved for issuance 
upon purchase by borrowers. By reason of the very nature and purpose of an 
SBICI, it was not deemed appropriate or desirable to issue voting stock for 
purchase by borrowers having no interest in an SBIC investment except as 
required by the act as an incident to loan. However, our proposals for two 
classes of stock were rejected by the SBA and we were permitted, in our capi- 
talization, to authorize for issuance only one class of stock. It is our opinion 
and that of our counsel that the act provides proper and sufficient safeguards 
as to management and control and it should not be necessary to dictate to an 
SBIC the manner of ownership of or classifications of stock. We feel that 
as the number of borrowers increase, outside third parties could purchase the 
stock of such borrowers thereby creating a situation where the original in- 
yestors approved by SBA could lose control of the SBIC, thereby, in effect, 
being legislated out of control. The theory that borrowers having a stock in- 
terest in the SBIC would constitute a safety factor, or evidence their continuing 
interest in an SBIC, is in our opinion, far outweighed by the inhibiting features. 
The affect of requiring the borrower to purchase stock in the SBIC is to reduce 
the working capital available to him, without any beneficial results to either 
SBIC or borrower. We recommend that the provisions with respect to the obli- 
gations of the SBIC to sell stock in the SBIC to a borrower be eliminated. 

To minimize difficulties to future applicants for SBIC licenses, it is suggested 
that comprehensive and detailed regulations be formulated to guide the prepara- 
tion of proposals, etc., setting forth, among other things, formulas for computa- 
tion of interest and charges acceptable to SBA, methods of operation, stock 
allocations, etc., in an effort to reduce the number of amendments, modifications, 
supplements, ete., required by the SBA and/or SEC after submission of the 
proposal, bearing in mind, however, that an SBIC is a private company organ- 
ized under the act for the purpose of engaging in business at a fair profit and 
recognizing the risks involved in making loans under the act (particularly in 
view of the fact that the present regulations do not permit the taking of se- 
curity to secure loans made, the evidence of SBIC loans being limited to con- 
vertible debentures). 

2. As of the date, hereof, we have not consummated any loan but have enter- 
tained and are presently processing a substantial number of applications. The 

classifications of,the proposed. borrowers are diversified. but constitute, 
amongst others, small electronic firms, light industrial manufacturing businesses, 
all with apparent growth potential, which are unable to obtain proper long- 
term financing from other sources on an unsecured loan basis. The act has 
for its purpose “the filling of a serious gap in the financing facilities, so as 
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to make available funds to growing small business concerns who cannot obtain 
financing from the usual banking sources.” This purpose cannot be fulfilled, 
in practice, when loans are not permitted to be secured and can be made only 
upon unsecured convertible debentures of the borrower. One of the limiting 
factors in this regard is that the SBIC cannot borrow funds for additional loans 
without, in some manner, securing its'own lender for its own borrowings. Up- 
fortunately, an outside lender does not customarily accept a convertible debep- 
ture of a small business concern as satisfactory or adequate security for its 
loan to an SBIC; the result is to limit the source of funds available to the SBIC 
and, consequently, when SBIC reaches a “loaned out” position, its operations 
must come to an end, at least temporarily. It is axiomatic, therefore, that 
unless the limitations upon taking security (viz, chattel mortgages, real prop. 
erty mortgages or deeds etc.) be removed the sources of additional capital to 
be drawn on by the SBIC for use in implementing the purposes of the act will 
be nonexistent. The Administrator has gone so far in denying the right of the 
SBIC to take security on convertible debenture loans as to prohibit the SBIC 
from procuring, even at its own cost and expense, life insurance covering princi- 
pals of borrowing corporations. These restrictions should be eliminated. 

We do not join with proposals to reduce the loan term since any such re- 
duction (e.g. to 2 year maturity) would create a conflict with private banking 
facilities and would violate the spirit and intent of the act which we believe 
to be the furnishing of long-term equity capital. It is our opinion that inasmuch 
as long-term equity capital is the desired goal of the act the solution to the 
problem should be found, not by reducing the term of loan, but by endeavoring 
to find means to provide additional available funds to SBIC from private sources 
for its lending purposes. 

3. We do not presently intend to make any public offering of our securities, 

4. (a) Statutory tax deductible loss reserve.—It is our opinion that it would 
be beneficial to permit a statutory tax deductible loss reserve to an SBIC 
similar to that now granted savings and loan associations. The deduction would 
have the immediate effect of pumping additional capital into the SBIC for loan 
purposes and might induce additional outside capital to be invested in SBIC. 
The SBIC, being a federally licensed lending institution should have, at the very 
least, the same benefits now granted federally licensed savings and loan associa- 
tions, particularly in view of the present risks incident to making loans secured 
solely by convertible debentures. 

(b) Participation by SBIC’s in regular SBA loans under section 7 of the 
SBA Act.—We do not deem it advisable, to participate, in any manner, with 
the SBA in making loans under section 7 of the SBA Act, which is now pro- 
hibited by the act and do not feel that the act should be modified so as to remove 
the present prohibition. The purpose of the act of 1958 was to create a new 
lending source outside Government control, except for certain minimum controls 
and regulations. 

(c) Permission to SBIC’s to make any equity investment in small business.— 
This matter has been covered in paragraph “2” above. 

(d) Permission to collateralize convertible debentures.—This matter has been 
covered in paragraph “2” above. 

(e) Alteration of the present statutory ratio of Government loans, under sec- 
tion 303 to SBIC.—The intent of the act, as we understand it to be, contem- 
plates a flow of private investment capital into SBIC. To increase the statutory 
ratio of Government loans to SBIC would be contrary to said intent and to 
philosophy of the act. If it is the intention to license an SBIC to operate as 
a “privately owned and operated investment company,” the SBIC should not 
look primarily to the Government for funds but, rather to private sources. 

(f) Whether section 303 loans should be secured with specific collateral._—We 
can find no objections to the Government securing 303 loans, provided the re- 
quirements of such security do not exceed 80 percent of the face value of the 
amount borrowed from the Government. In that manner, the Government would 
be substantially secured, leaving available to the SBIC the balance of the security 
for obtaining outside financing; i.e. presuming an SBIC investment portfolio to 
be $500,000 and the SBIC applied for a “303 loan” in the amount of $150,000, in 
such event, the SBIC should be required to give security of $120,000, leaving 
$380,000 of invested assets free for purposes of obtaining outside financing. This 
approach is fully consistent with our comments as to paragraph “4,(e)” above. 

(9) Permission to grant restricted stock options to key personnel—We do not 
object to the theory of granting restricted stock options to key personnel of 
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SBIC. In our opinion permission for such grant of restricted stock option plans 
ig in keeping with the theory and philosophy that an SBIC is and should be re- 
garded as a privately owned and operated investment company. 

We believe that the foregoing comments are fully responsive to the informa- 
tion and requests contained in your letter of January 28, 1960, and cover in detail, 
the several points therein set forth. In view of the detailed nature of such 
responses, we do not feel that the presence of a personal representative of 
Franklin Small Business Investment Corp. will be required by the committee. 
Accordingly, we have not selected a representative of Franklin Small Business 
Investment Corp. to attend the hearings or to give testimony and do not intend 
to do so unless specifically requested ; thereby affording representatives of other 
SBIC’s additional time within which to present their views. 

We also regret that the limitations of time prevented the preparation of 50 
copies of this letter response for distribution, but we will be pleased to arrange 
for additional copies of this statement upon your further request therefor. 

Cordially, 
ARTHUR T. Roru, Chairman of the Board. 


LOUISIANA EQuiry Corp., 
New York, N.Y., March 2, 1969. 
Senator JouN SPARKMAN, 
Senate Small Business Committee, 
Washington, D.C. 

Dear SENATOR SPARKMAN : Louisiana Equity Corp. was delighted to receive its 
Small Business Investment Co. license from the Small Business Administration. 
We are very optimistic about the future of these companies. 

Unfortunately, we have not as yet made our first loan. We have had the 
pleasure to review a few requests but our loan committee has not acted favor- 
ably as yet. We are hopeful that our first loan will be made in the very near 
future. 

I have just returned to the office after a prolonged illness and have not had 
ample time to study the various questions and other material that we received 
re: small business legislation. I would, therefore, respectfully request that we 
not be asked to answer the specific questions at this time as I do not feel that we 
have had enough experience to do so. 

May I congratulate you on your efforts on behalf of the small business invest- 
ment companies. 

Yours very truly, 
MARVIN H. Scuur. 


ROYAL SMALL BUSINESS FuNpDs, INC., 
New York, N.Y., March 3, 1960. 
Hon. JOHN SPARKMAN, 
Chairman, Select Committee on Small Business, 
U.S. Senate, Washington, D.C. 


DEAR SENATOR: Please excuse our delay in replying to your letter of January 
29, but the delay was primarily motivated by our desire to develop sufficient ex- 
perience and coordinate our ideas generally—so as to enable us to more intelli- 
gently reply. I should like to begin by specifically answering by numbered 
response to the corresponding questions raised in your letter : 

1, It is difficult to fix the exact time which was consumed in obtaining our 
license, because it would be complicated by whether or not we would include the 
time spent before engaging competent counsel as well as considerable time spent in 
assembling the original investment group. However, I am interpreting your 
question to mean actual time consumed vis-a-vis the Small Business Administra- 
tion, and I would set this at approximately 3 months. 

In addition to not having encountered any obstacles in obtaining the license, 
the only significant or unusual thing that we would like to note was the extreme 
courtesy and meaningful assistance which we received from Mr. A. D. Harvey 
of the New York office and Mr. Frank J. McCarthy in the Washington office. I 
personally, had virtually no dealings with them, but I am passing along the im- 
pressions conveyed by our counsel, Burton L. Knapp, Esq. of Forsythe, McGovern, 
Fetzer & Knapp. 
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2. Our experience since obtaining the license—which was on November 27, 
1959—is extremely limited. We have made two loans in the amount of $5,000 
and $20,000. We are very seriously negotiating another five loans totaling 
approximately $250,000, only one of which will be convertible debentures. The 
loans made have been to beer and soda distributor ($20,000) and a trucking firm 
($5,000). The negotiations are with children’s wear manufacturer ($50,000 to 
$60,000) ; wholesale grocery ($50,000) ; children’s shoe manufacturer ($60,000) : 
distributor of automatic vending machines ($30,000) ; burglar alarm manufac- 
turer, installation and service ($60,000). 

In addition, we have another half a dozen loans which are receiving reasonably 
serious consideration, but are not sufficiently advanced to be worthy of listing 
here. 

3. (a) We definitely favor a statutory tax deductible loss reserve, such as 
available to savings and loan associations. As long as this is kept to a reasonable 
percentage of loans outstanding, it would be the only fair and equitable way of 
determining true income at the same time providing the necessary balancesheet 
reserve protection. 

(b) We have no desire to participate in regular SBA loans (but rather we 
should think it would be extremely helpful for the SBA to participate with 
SBICs—see discussion below). However, we cannot see any reason for the 
present prohibition against this SBIC participation and will probably favor 
removal of such prohibition. 

(c) We definitely would approve granting SBIC’s permission to make any 
form of equity investment in small business. Generally, any removal of un- 
necessary restrictions on our activity would be in the interests of small business 
borrowers themselves. 

(d) For the same reason, we think it would be a good idea to be allowed to 
collateralize convertible debentures which is now prohibited. The same net 
effect can now be achieved by combining convertible debenture loans with secured 
equity loans, but it seems to us to be unnecessary and cumbersome complication. 

(e) Our only comment regarding increased section 303(b) loans from the goy- 
ernment, would be very very strong emphasis on the “or more” (see below). 

(f) We would have no objection to providing specific collateral against section 
303 loans, and would be very happy to provide the Government with any security 
that it would deem appropriate—so long as they increased the present statutory 
ratio on their loans (again—see below). 

(g) Restricted stock options to key personnel is something which we hope we 
would be very interested in, in the future. Right now it represents no particular 
problem in our operations, and we are much more interested that changes be 
made which would assist us in operating more profitably. Once this is accom- 
plished, we can see no reason why stock options should be forbidden to SBIC 
management when it has become so much used in ordinary business practice. 

(h) Since it is here that you ask for comment on any other problems of a 
similar nature which we consider important, I should like to make this part of 
our reply as the major topic of interest, and it is the section I refer to previously 
where I have said “(see below )’’. 

We recently had our first directors meeting of any real importance, and 
although the management honestly felt that it has been doing a good job in the 
organizational and preliminary investigational stages there was some criticism 
raised of the amount of time that it is taking to lend out our initial $300,000. 
I believe that this criticism is valid, but we believe that it is primarily due to 
the fact that the basic SBIC program was poorly conceived. It was the intention, 
I believe, to create private lending institutions that would substitute for the SBA 
in making available to small business the type of financing that is now available 
only to large concerns. This means making loans of at least 5-year duration, 
and generally self-liquidating. In order for the lender to profitably employ his 
funds, there must be a substantial return, at the same time not creating an 
interest burden which would be too great for the borrower. There are only twe 
methods known to us to accomplish this: 

(1) Convertible debentures which would bear 6 to 7 percent interest, but 
which would provide the impetus necessary for really substantial business 
growth. However, such debentures are valueless if they cannot be converted 
into a stock which is marketable. Therefore, such loans must be made to 
companies large enough to have reasonably good prospect of making their stock 
available to the public within the next several years. We are limited to 
making a $60,000 loan to any one borrower, and this money is not enough 
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to be of value to a company which is growing toward this eventual goal. We 
have been forced to turn down several very good opportunities of loans 
between $125,000 and $300,000 where really good convertible debenture financing 
would be of tremendous value to the borrower, and provide us with a genuine 
opportunity to realize conversion gain. 

(2) We cannot expect to average more than 10 or 11 percent return on 
equity loans other than convertible debentures, and if we run out of our entire 
$300,000 at this rate, and after deducting the barest minimum of service costs 
and overhead expenses, we would not be left with a sufficient rate of return 
on the $300,000 invested. We would be fortunate to be left with a net profit, 
before taxes, of $15,000 to $20,000 per annum and, after taxes, the return would 
be 4 to 5 percent on the investment. This is hardly a fair rate of return for 
the risks that are being taken (and assume absolutely no reserve for possible 
losses). 

Therefore, the only other possibility would be for the leverage factor that 
eould result from borrowing money from the Government at 5 percent and lending 
it out at 10 to 11 percent. We are very strongly in favor of the Government 
lending to the SBIC’s at least twice their capital and possibly much more on 
whatever basis would seem reasonable and provide the Government with 
sufficient protection. In your questions above, you mention the possibilities 
of the SBIS’s joining in SBA loans. If the purpose of the SBIC program was 
to encourage lending from private sources, why not have the SBA participate 
with the SBIC’s? In other words, if we could initiate a $200,000 convertible 
debenture deal and use $50,000 of our funds and $150,000 of Government funds 
areal lending program would probably result. 

The most interesting observation that was made by one of the directors was 
a query to the effect that, what do we need the SBIC license for, and what advan- 
tage is it giving to us? It seems very obvious that the value should lie in 
Government assistance to the licensees, and if anything is to be accomplished, 
I believe that the entire concept of section 303(b) should be changed, so that 
we can be in a position to provide either the convertible debentures or the 
secured loans that small business requires. Without financial help from the 
Government, I cannot see any future to the present program. 

4. We have not made any public offering of our securities, but we are very 
seriously contemplating such a step. Our attorney is presently working on 
this, and we hope that he will be able to come forward with some favorable 
prospects. If we cannot get Government financing as previously discussed, 
and cannot raise substantial public funds (at least $2 million), I must repeat 
that the possibility of our operating profitably appears very slim. 

Your letter comes so remarkably close to pinpointing our precise problems 
that I do not know whether it is because I am misinterpreting it in the light of 
our own experience, or because you have remarkably keen insight into the 
problems that exist in a program which I am sure you are earnestly trying to 
foster. Do you think anything would be accomplished by our ending someone 
down to meet with the SBA people in Washington? Mr. Knapp, our secretary 
and general counsel, had contemplated such a visit for some time now, and I 
would appreciate your comments. 

Sincerely, 
GERALD MILLER, Treasurer. 





UpstTATE SMALL BUSINESS INVESTMENT Co., INC., 


Ithaca, N.Y., February 11, 1960. 
Hon. JoHN SPARKMAN, 


Chairman, Select Committee on Small Business, 
U.S. Senate, Washington, D.C. 


Dear SENATOR SPARKMAN: Thank you for your letter of January 29 asking us 
to prepare a statement for your committee on our experience as a licensee of the 
Small Business Administration as well as our general views with regard to the 
Small Business Act. 

We are answering your questions in the order set forth in your letter. 

(1) I met first with Mr. Frank S. McCarthy, Small Business Administration, 
Washington, D.C., on November 4, 1958, which was followed by a meeting with 
Mr. Norbert J. Finkler, branch manager of the Syracuse, N.Y., SBA on Decem- 
ber 8, 1958. The SBA program was outlined to interested investors in Ithaca 
on January 10, 1959. I then went to New York City for a meeting with Mr. 
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Ralph D. Williams on January 26, 1959; our interested investors held a second 
meeting in Ithaca on January 31, 1959, and at that time decided to go ahead. 
Incidentally, 19 persons were invited to participate and out of the 19, 17 joined 
in setting up the organization. 

We then proceeded to gather the necessary detailed information, filed for a 
New York State charter in April; filed with the SBA our proposal to operate 
July 28, 1959; filed a revised proposal to operate in September ; received notice 
November 6, 1959, that our proposal had been favorably acted On and that we 
could proceed; filed our application for license on December 10, 1959; and re 
ceived our license on January 5, 1960. 

Although it took about 9 months to actually get our license, at no time did we 
feel our application was being delayed arbitrarily. We felt that all the officials 
of the Small Business Administration were sincere, cooperative, and helpful. 
They were very thorough, of course, and wanted us to be thorough in all aspects 
of our proposal and application. Considering the fact that between the filing 
of our proposal and the granting of the license, we were called upon to supply 
considerable additional information, we do not consider there was any undue 
obstruction or delay. 

(2) We’ve only had our license for about a month and are now in various 
stages of negotiation on two or three loans. One is to a builder of a small 
shopping center, the two others are to owners of small businesses that have 
certain technical procedures or products that show promise; these latter com- 
panies cannot go much further, however, unless they get sound long-term 
financing such as we are in a position to offer. 

(3) (a) By all means, we think a statutory tax-deductible loss reserve, similar 
to that now granted savings and loan associations, should be provided to the 
small business investment corporations. After all, the type loans we are making 
involve a greater risk than those of savings and loan associations where they are 
secured by first mortgages, and we certainly feel that provision should be made 
for us to set up a tax-deductible loss reserve. 

(b) In view of the fact that SBA loans are placed on a somewhat different 
basis than those being made by SBIC’s, we do not feel that the latter should be 
permitted to participate in these loans. We think it would be more feasible to 
encourage the various SBIC’s to participate jointly in a loan where the money 
requirements would exceed the maximum a single SBIC might be permitted to 
loan. 

(c) If the SBIC’s were able to make any form of equity investment in small 
businesses, we believe it would definitely enhance the services they can render 
to small businesses. Although we agree in principle with the soundness of the 
convertible debenture approach and would expect to use it in many cases, we 
also feel there are other cases where such would not necessarily be feasible from 
the standpoint of the borrower. We think flexibility here would be to the good 
of all concerned. 

(d@) Both the SBIC’s and the Government are interested in making sound 
loans, and we can see no purpose in the present administrative ruling that con- 
vertible debentures cannot be collateralized. We think, therefore, that this 
restriction should be removed. 

(e) We see no necessity of increasing the amount of loans under section 
303(b). We believe that primarily a SBIC should be financed by private capital 
and if its operations are successful, we would anticipate no difficulty in obtain- 
ing loans from banking institutions. 

(7) We believe that, in order to obtain loans from banks under section 3038 (a), 
it would be necessary to provide collateral. By like token, we think this col- 
lateral should be reserved for this purpose and should not be utilized to secure 
the Government under loans pursuant to section 303(b). 

(9g) We believe in restricted stock options to key personnel and feel they have 
worked well in business. We think that we should have such a right in the 
SBIC’s and believe that, in the main, such rights would not be misused. 

(h) Obviously there will be a relatively small spread between the interest 
rates payable by SBIC’s on money borrowed and the rates that they will be in 
a position to demand in the open market. The result is that, generally speak- 
ing, SBIC’s must derive their profits from venture financing. We feel, there- 
fore, that tax advantages should be granted to SBIC’s and their stockholders 
over and beyond those now available. Except as to the dividend deduction avail- 
able to SBIC’s under section 243 of the Internal Revenue Code, the tax ad- 
vantages now available relate to losses rather than profits. We think it would 
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be a more constructive approach and better selling if tax advantages were given 
with respect to profits as well as possible losses. As a possible tax advantage, 
we suggest that dividends, to the extent of the amount paid for the stock, be 
treated as distributions in liquidation, to be applied in reduction of the cost or 
other basis for the stock in the hands of the stockholder, and not to be treated 
as dividends until after this basis has been exhausted. Such a provision, in the 
long run, would merely convert what would normally be ordinary income into 
capital gain, to the extent of the original investment in the stock, and would not 
result in any great loss of revenue. However, it would be an attractive fea- 
ture to possible investors, particularly those in the high-income tax brackets, 
since it would enable them to realize a return of their investment before being 
subjected to taxes. We invite your consideration of such an amendment. 

Also, we would like to see eliminated the requirement that borrowers must 
buy stock in a SBIC: It seems to us it is a little bit difficult for the borrower to 
understand why he has to buy stock in a SBIC in order to get a loan; at the 
same time, we question whether it is advantageous to the SBIC itself to have 
these minority stockholders. 

(4) We have not made, and are not now actively contemplating, a public issue 
of our own securities. It is entirely possible, however, that in due time we will 
make such a move. 

In conclusion, we would like to say that the act permitting the formation of 
the small business investment corporations makes a great deal of sense because 
it brings into partnership private capital and private initiative supported by 
Government financing. We feel that such a program will encourage private citi- 
zeus to make available to small, but worthy, companies with promise the kind 
of long-term financing they must have if they are to develop to an effective 
point in our highly competitive economy. 

We should also like to say that in our contacts both with the Washington 
office of SBA and with the New York regional office, we found them most cordial 
and it was a real pleasure to work with them. 

Thank you for giving us this opportunity to express our thoughts on the 
subject. 

With all good wishes. 

Very cordially yours, 
Roy H. Park, President. 


REGION III 


FRANKForRD Grocery Co., INc., 
Philadelphia, Pa., February 16, 1960. 
Hon. JOHN SPARKMAN, 
Chairman, Select Committee on Small Business, 
U.S. Senate, Washington, D.C. 


Dear Sir: We are answering your letter of January 29, 1960, addressed to 
Frankford Grocery Small Business Investment Co., Inc., which is a wholly owned 
subsidiary of Frankford Grocery Co. Since we have only recently been licensed, 
we do not yet have stationery for the newly licensed company. 

We answer your questions as follows: 

1. It required about 9 months for us to obtain our license. Most of this 
time passed while we were waiting for the Securities Exchange Commission to 
change its regulations to exempt our particular type of setup. 

2. We have just been licensed, and are now processing several loans in amounts 
between $10,000 and $45,000. These will all be straight loans at 6-percent inter- 
est rate. The purpose of our organization is to help the individual retail grocer 
members of Frankford Grocery Co., which is a retailer-owned wholesale grocery 
cooperative. Since the individual retail grocers own all of the stock of Frank- 
ford Grocery Co., which operates on a nonprofit basis, we are not interested in 
trying to make a lot of money on the loans made by Frankford Grocery Small 
Business Investment Co., Inc. We are interested principally in helping the 
small businessmen who are members of our organiaztion and will be satisfied 
if we secure sufficient return from our loans to cover our. operating expenses. 
We anticipate that our loans will be on a 10- to 15-year basis. 

3. (@) We do not consider this necessary for our purposes, although it would 
seem desirable for other investment companies. 
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(b) We do not consider this necessary for our purposes, although it would 
seem desirable for other investment companies. 

(c) We do not intend to acquire any ownership in any of the small businesses 
to whom we loan money. We feel that they are better off to be completely 
independent. Wedo not think the proposed provision is desirable. 

(d) We doubt if this would be necessary in our case, but we can see no objec- 
tion to the proposal. 

(e) We feel the proposed amendment would be desirable in that it would 
make more funds available for the small businessman. 

(f) We do not think this proposal desirable. It would only make matters 
more complicated, and we are interested in trying to keep our setup as simple 
as possible and to keep redtape and expenses as low as possible. 

(g) The proposal has no interest to us, but could be of interest to some others, 
and we can see no objection to the proposal. 

4. Wedo not contemplate making any public issue of our securities. 

We would like to conclude with the request that your committee endeavor 
to keep things as simple as possible in the operation of these investment com- 
panies. The more complicated the thing becomes, the more redtape and office 
work is involved, and if this gets to too heavy a point it ceases to become of 
any real aid to the small businessman who must continually strive to keep 
his overhead and expenses down. Since our retail grocer members are in day- 
to-day competition with the large national chains, we are particularly conscious 
of this fact. We are very enthusiastic as to the opportunity that the Small 
Business Investment Act has afforded us to help our retail grocer members, all 
of whom are independent small businessmen, so long as we are able to operate 
on a simple, practical basis. May we add that the Small Business Administra- 
tion has been very prompt and cooperative with us in the handling of our 
matter. 

We trust the above gives you the information you desire. If there is any other 
way we can be of assistance, do not hesitate to call upon us. 

Sincerely yours, 
HERMAN J. HEIM, President. 


REGION IV 


BALTIMORE BUSINESS INVESTMENT Co., 
Baltimore, Md., March 3, 1960. 
Hon. JOHN SPARKMAN, 
Chairman, Select Committee on Small Business, 
U.8. Senate, Washington, D.C. 


DeAaR SENATOR SPARKMAN: In response to the request in your letter of January 
29, 1960, we believe that the single most important piece of legislation after 
S. 2611 which the Congress could pass to improve operations under the Small 
Business Investment Act of 1958 would be a specific exemption for SBIC’s from 
the 1940 Investment Company Act, similar to the one included in Representative 
Joe L. Evins’ bill H.R. 8096 in the House. The only reason that our company 
has not undertaken a public offering is SEC’s contention that SBIC’s are 
subject to the 1940 Investment Company Act, and we are militantly opposed to 
flagrant duplication of supervisory and regulatory functions among Government 
agencies. As I told this committee during the last session on June 3, 1959, we 
are not opposed to SEC continuing in their own sphere and in areas not other- 
wise supervised but we do object to their extending their jurisdiction into an 
area for which Congress appointed SBA as regulator. 

In discussing the 1940 act, the printed statement of Mr. Edward N. Gadsby 
(dated February 23, 1960) contains many gratuitous assertions which appear 
remarkable in the light of fact and reason. 

Mr. Gadsby “urges against an exemption from the Investment Company Act, 
especially since no strong or compelling arguments have been advanced to 
warrant such a turning back of the clock.” It should be obvious that one cannot 
turn back a clock which was not even running when the Investment Company Act 
was passed. In Mr. Gadsby’s own words “The Investment Company Act of 
1940 provides for the registration and regulation of companies engaged primarily 
in the business of investing, reinvesting, holding, and trading in securities.” 
It is precisely here that SBIC’s fail of coverage under the 1940 act. SBIC’s do 
not invest in securities—they invest in a business through the use of securities— 
quite a different thing. Not only money do they invest but also time, energy 
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and imagination. Theirs not merely to speculate on the possible future of the 
instant business—theirs to enable the business to accomplish its greatest future— 
theirs to advise—to counsel—but above all to pattern and direct on the highest 
policy levels. ‘ 

In a 1940 act company there is a remoteness and impersonal status about their 
jnvolvement in debt securities, which is contemplated and expected. However, 
the SBIC which has been repeatedly referred to as a capital bank, has had 
its normal banking relationship and obligation to its clients embellished and 
enlarged by the specific requirements of the SBI Act of 1958 relating to the 
counseling and advising of small business concerns about their management 
setup and problems. The two types of companies are at opposite poles—the 
one remote and highly impersonal, the other a partner in every sense of the 

yord. 

" No one would seriously contend that a commercial bank is engaged prin- 
cipally in “investing in securities.” Yet they purchase as many notes as any 
SBIC ever will and they would be just as liable to control under the 1940 act, 
as any SBIC, were it not for a specific exclusion under section 3(c)3 of that 
act. Why not such an exclusion for a “capital bank”? 

The 1940 definition of “securities” is so broad that, if a member of this com- 
mittee chose to control his household expenditures by purchasing notes from the 
members of the household, he should ‘note the jurisdiction of the SEC,” because 
if the household gets big enough they will have jurisdiction. 

It is, of course, legislatively sound to broaden basic definitions so that final 
purpose may not be subverted by the manipulations and machinations of the 
econnivers. But it is equally pertinent—even more so—that such a broad defini- 
tion be limited by proper exclusions and that adequate continuing consideration 
be given to the administrative difficulties presented by the strict interpretation 
of such a broad definition. 

It is important to recognize that 1940 act companies are traders in a particular 
market—the securities market. On the other hand the SBIC has no direct 
interest in market fluctuations—indeed, since the SBIC is restricted in its loans 
to small-business concerns, there will be few, if any, of the securities, which 
the SBIC may secure by purchase or conversion, which would have any public 
market at all. 

Every loan to a small-business concern made by our company and to my best 
knowledge by any of the SBIC’s with which I am somewhat conversant have been 
eontrolled by a loan agreement. This is certainly not true in the case of 1940 
act companies purchasing stock on the stock exchange. This is not an accidental 
difference—it goes to substance. 

You might say that the 1940 Investment Company Act was designed to regu- 
late companies which naturally and spontaneously sprang into being to help 
enlarge and enhance the existing equity capital facilities of big business, while 
the Small Business Investment Act of 1958 was found necessary to initiate equity 
capital facilities for small business. There is no similarity or connection be- 
tween the two except in ambiguous nomenclature. In fact, I agree with Mr. 
Wendell B. Barnes, former Administrator of SBA, who said on June 22, 1959, 
before the Senate Banking and Currency Committee, “I think if these companies 
had not been called investment companies the question would never have arisen,” 
referring of course to the question of coverage under the 1940 act. 

Mr. Gadsby is, in his own words, admirably “sympathetic to the needs of small 
business and as I (Mr. Gadsby) have already pointed out, we (SEC) have taken 
action in aid of these needs.” If SEC is allowed to continue to regulate SBIC’s 
under the aegis of the 1940 act, it may ultimately be able to render to small 
business the corporal work of mercy of burying the dead. 

Mr. Gadsby, in his statement goes on to say, “In any event, if there is a 
specific provision of the Investment Company Act which the Congress believes 
should not be applicable to the small business investment company, an exemption 
limited to that area might be provided as was done in the original Small Business 
Investment Act. A limited area of difficulty, if one exists, should not be employed 
as a means of completely freeing these companies from regulation necessary 
in the interest of investors and the public.” I submit that spokesmen for the 
SBIC program, whether speaking for it as a group under the auspices of 
NASBIC or individually, have never requested or suggested that SBIC’s be 
“freed from regulation.” They have demanded in the interest of the small busi- 
ness community and the belabored taxpayers that they be relieved of duplicate 
regulation. As to Mr. Gadsby’s advocacy of piecemeal exemption, is it not 
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clearly better to include under the SBI Act of 1958 any necessary controls of 
SBICs which may have been provided in the 1940 act and not in the 1958 
SBI Act? Indeed, SBA, the regulator appointed directly by Congress, has 
already adopted SEC rules and regulations where SBA thought them to be 
appropriate and proper. There is never any need for direct duplication of 
regulation facilities, with its attendant additional expense to Government and 
regulated concern alike, and SBA already has greater control over ultimate 
policies of SBICs than SEC has ever had over investment companies registered 
under the 1940 act. 

It is also important to note that SBA is acquiring and already has personnel 
capable of the type of regulation in which SEC personnel have been trained. In- 
deed, SBA has already secured the services of many former employees of SEC, 
who, of course, have been trained in SEC’s methods and procedures. 

Mr. Gadsby shows proper interest in the elimination of “duplicative efforts” in 
allowing regulated SBIC’s to file the same report with both the agencies who 
are regulating them. However, I ask the committee which phase of reporting 
is apt to be the more time consuming or disruptive—the filing of a report or the 
discussion and correspondence which ensues? In fact, the composition of a 
report, albeit in standard form, is primarily determined by the person or agency 
for whom the report is prepared and I predict that reports of SBIC’s will be 
no different from any other human report and will, therefore, vary considerably 
as personnel changes. It seems unconscionable to build in a dual variation. 

Anent duplication, Mr. Gadsby further states “Here again, the SEC is anxious 
to avoid possible duplication of effort on the part of these companies but, on 
the other hand, feels that the data contained in such reports should be avail- 
able to the public in the places where the public has become accustomed to look 
for it, and that the data ought to be reviewed by an agency whose approach 
is oriented to the protection of investors.” Considering that the SBIC is an 
entirely new entity, cannot the public become accustomed to look to the SBA for 
data about these companies? Further, are we to understand that only the 
SEC is capabl of orientation to “the protection of investors” even in the face 
of a pointed directive of the Congress to SBA to become so oriented? If this is 
so, I strongly suggest that the SEC supplement the regulatory activities of the 
Comptroller of the Currency with respect to our national banks. 

Before answering, in order, the questions presented in your letter of January 
29, 1960, I feel that it may be of interest to include substantially my answers of 
November 19, 1959, to the request of Mr. Summerfield B. Pearson in response 
to his request for our comments on the SBIC program : 

“As I indicated to you in our personal meeting, I believe that the SBIC pro- 
gram needs both legislative and administrative assistance. In the legislative 
area, we are most interested in the following items in the order presented and for 
the reasons given: 

“1. The administration bill, which was passed at the last session: It will give 
much greater flexibility in the equity area. It is sorely needed. 

“2. Specific exemption for SBIC’s from the 1940 Investment Act: Duplication 
of regulation by separate Government agencies can never be defended. We 
presently feel precluded from a public offering since we desire to avoid any 
question of SEC regulation of our operations. (We do not, of course, object 
to SEC regulation under the 1933 act.) 

“3. Subchapter S should be made available to equity borrowers of SBIC’s. We 
consider this a legislative oversight in the 1958 congressional session and see 
no reason to allow the error to remain uncorrected any longer. 

“4. A secondary market for SBIC paper molded along the lines of FNMA in the 
mortgage finance area. A Government agency shoud be established to purchase 
SBIC portfolio securities on some recourse basis. Said agency should have the 
power to issue its own securities to the public, as FNMA does, and participating 
SBIC’s should be required to purchase some securities of the agency whenever 
selling any paper to it.” Present leverage is completely inadequate to enable 
the program to move along expeditiously (from an administrative cost point 
of view) or provide funds to really small businesses, or to provide them attrac- 
tively enough to any businesses. 

“5. Relief to SBIC’s from the ifs and buts of the IRS regulation about section 
531, ‘Unreasonable Accumulation of Surplus’: There is no logical reason’ why 
properly operating SBIC’s should have to check the language of the regulation 
before they can accumulate surplus. If abuse should develop, it may be handled 
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specifically in the future. We do not believe abuse will develop with the audit 
procedures of SBA militating against it. 

“The administrative changes desired by us are in the area of policies to 
help leverage while Congress is deciding to act. SBA should reverse its position 
(at least temporarily) on both the requirement for collateral with respect to 
section 303(b) money, and participation under section 7a of the Small Business 
Act. We do not believe that the language of the acts require the policies 
adopted by the administration and we feel that in the formative period inter- 
pretation should be as broad as possible to encourage rapid growth and dis- 
semination. In the light of the careful scrutiny to which licensees are subject 
and the audit program which will review their activity, we do not feel that such 
policy reversals would be imprudent. However, if losses should develop due 
to the revision, we believe that they would represent money well spent to get 
the program off to a “running start.” In any program as new and ambitious 
as the SBIC program the approach should go further than calculated risk—it 
should consider calculated loss, i.e., the minimum acceptable loss which can be 
justified on a promotional cost basis.” 

Finally, in answer to the specific questions in your letter of January 29, 1960: 

1. We filed our proposal on December 29, 1958, and received our license on 
May 22, 1959—approximately 5 months. We did not consider this unusual 
in the early stages of the administration of a new act. It should, of course, 
be much shorter now. 

2. We have disbursed on the following section 305 loans: 

(a) Instruments company, secured by guarantee of 7 individuals with net 
worth in excess of $400,000, 5 to 10 years, 10 percent, $60,000. 

(b) Drive-in restaurant, secured by a third mortgage, 10 years, effective 12.4 
percent return, $40,000. 

(c) Company, providing printing and mailing services, 10 years, effective 14.88 
percent return, $15,000. 

(d) Manufacturers representative, secured by corporate stock, 5 years, 15 
percent, $5,000. 

(e) Plastics company, secured by corporate stock, 5 years, 12 percent, $40,000. 

We are in “advanced stages in negotiations” with respect to an $186,000 loan 
to the aforementioned instruments company on 10-year convertible debentures, 
amortized over the last 5 years and bearing 12 percent interest. The conversion 
would be into 50 percent of the company’s common stock and at present five 
other SBIC’s besides our own company have agreed to participate under a trust 
agreement which we hope will serve as a begining point for widely held but 
quickly negotiated participations of the future. 

3. (a) Weare in favor of a tax deductible loss reserve. 

(b) We are in favor of participations by SBIC’s under section 7 of SBA Act. 

(c) We favor the proposed amendment to section 304 as set out in S. 2611. 

(d) We favor specific permission to collateralize, where possible, convertible 
debentures. 

(e) We favor the increase of the present statutory ratio under section 303 (b) 
from 50 percent of paid-in capital and surplus to at least 100 percent. 

(f) We favor the removal of the SBA requirement that specific collateral be 
pledged on section 303(b) loans, at least for the present so that some leverage 
may be developed for the program, our reasoning having been set out above in 
answer to Mr. Pearson’s request. 

(g) We favor permisison to grant restricted stock options to key personnel. 

4. We have not made a public issue of our own securities and the only reason 
that we do not now contemplate such an offering is the fact that we would then 
be required, by SEC interpretation, to register under the 1940 Investment Com- 
pany Act. We intend, therefore, to attempt to continue to raise additional paid- 
in capital and surplus through private offerings, although we do no consider 
such a procedure as desirable as a public offering. 

Yours for the removal of duplicate regulation from the act which you se 
sturdily pioneered, 

Sincerely, 





GeorcE J. Miter, Jr., President. 
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CHARLES SMALL BUSINESS INVESTMENT CorpP., 
Baltimore, Md., March 1, 1960, 
Hon. JOUN SPARKMAN, 
Chairman, Senate Select Committee on Small Business, 
Washington, D.C. 

DEAR SENATOR SPARKMAN: We are pleased to make the following report to you 
in relation to our experience as a licensee under the Small Business Investment 
Act of 1958. 

This company filed its orginal proposal in December, 1958, and received its 
license on August 19, 1959. Since said licensing, our company has made one 
loan. This loan was a secured one to a jewelry company. 

We are pleased that your committee is concerning itself with the problems 
of the Small Business Investment Company, Naturally, with any new law 
such as this one various problems arise which require modifications or amend- 
ments in the law. The changes mentioned in your letter are valid ones and 
would serve to help push the program forward by assisting the small business 
investment companies to prosper and thus fill the void in financing which pre- 
viously existed. Many of these items were discussed with a member of your 
staff who was kind enough to visit us. 

At the present time no public issuance of stock is contemplated by this 
company. 

We appreciate your efforts to assist the small business investment companies 
since we feel that anything which results in these companies prospering and 
growing in turn helps the small business concern who desperately needs the 
financing which only can be obtained through this program. 

Sincerely yours, 
FRANK HIRSCH. 


HANOVER SMALL BUSINESS INVESTMENT Co., 
Charlotte, N.C., March 2, 1960. 
Hon. JOHN SPARKMAN, 
Chairman, Select Committee on Small Business, 
U.S. Senate, Washington, D.C. 

My Dear SENATOR SPARKMAN: Please accept our since apologies for not reply- 
ing to your letter of January 29, 1960. Unusual circumstances prevented our 
reply until February 18, 1960; at that time, we felt that a tardy statement from 
us would be of little value. However, we are grateful for the extension which 
will permit our participation. 

Hanover Small Business Investment Co. was the 13th company to receive a 
license from the Small Business Administration. Our original proposal was 
submitted on February 16, 1959, and received final approval on July 22, 1959. 
Part of the delay was created by a revision of form 414, which specified the 
requirements of a proposal; it necessitated the revision and resubmission of 
our proposal in order to comply. 

The primary objective of our company is to provide long-term financial assist- 
ance to deserving independent retail merchants. However, we are not re- 
stricted by our license, should we choose to become active outside this area. 
Since our approval, we have extended, or have in process, seventeen 305 loans, 
totaling $203,500. Fifteen of these loans are to independent grocery merchants; 
one is to a retail drugstore and one is to a drive-in restaurant. All of these 
loans have been secured by various collateral. Because of the undesirable 
features of the debenture loan, which I will review later, we have not attempted 
to finance this medium. 

With reference to section 3 of your letter, we feel that a statutory, tax- 
deductible loss reserve would be of great benefit toward dempening the fluctua- 
tion of annual earnings records caused by investment losses and of benefit 
toward the establishment of SBI companies on a sound basis. We, also, feel 
that participation by SBI companies in regular SBA loans would not enhance 
the program for any of the parties concerned. However, extension of the 
present limitations which would permit SBI companies to make any form of 
equity investment in small business concerns and which would permit SBI 
companies an unrestricted opportunity to collateralize debenture loans would 
promote interest and participation within the program. Increasing present 
ratio of Government loans, under section 303-B to SBI companies from 50 
percent of net worth to 100 percent of net worth, would accomplish much to 
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ward providing the necessary funds to insure the availability of investment re- 
sources Over an extended period. Neither the securing of section 303 loans by 
specific collateral, nor the permission to grant restricted stock options to our 
key personnel, would strengthen the overall position of the SBI companies. It is 
obvious that the real opportunity fur success and profits of the individual in- 
yestment company lies in investments through the convertible debenture feature. 
However, the present expense and restrictions of the Securities Exchange Com- 
mission prohibits the “part-time” or occasivnal usage of debentures. To 
register with the SEC would preclude operating within the area of long-term 
loans to “small” small businesses and would necessitate concentration of de- 
penture loans with the larger corporations in order to justify the registration. 
Also, the requirement that small businesses purchase stock within the SBI eom- 
panies is a definite deterrent. We shall be grateful for relief and clarification 
of this situation. 

Hanover Small Business Investment Co. has not made, nor are we presently 
contemplating, a public issue of the securities of our corporation. 

Thank you for the opportunity to express our feelings concerning these im- 
portant matters. 

Sincerely yours, 
S. R. pEWIrT. 


INTERSTATE BUSINESS INVESTMENT CO., 
Baltimore, Md., February 6, 1960. 
Mr. JOHN SPARKMAN, 
Chairman, Select Committee on Small Business, 
US. Senate, Washington, D.C. 

Dear Sir: This is to acknowledge your letter of January 29 in reference to 
the hearings to be held in Washington on the operation of the Small Business 
Investment Act. We will briefly try to cover your main points, keeping in mind 
that all cannot be said in a letter. 

1. The time consumed in obtaining our license, which was roughly 4 months, 
was not considered too lengthy in view of the amount of work that had to be 
done. However, at the time we applied there seemed to be large areas of doubt 
regarding what specifically was required by SBA in filing the application forms. 
The instructions were considered quite ambiguous and answers could not be 
properly phrased without the help of counsel. 

2. Since obtaining our license we have made one loan of $35,000 in the land 
development field. While a number of applications are presently under re- 
view, their general quality leaves much to be desired. The risk inherent in 
lending to small business which often is not firmly established, is very high. 
There is no advantage in being a Government licensee from the standpoint 
of risk; that is, we are not operating under a program of insured risk such 
as FHA mortgage insurance. It is my feeling that this program will never de- 
velop into the field of venture capital, for which it was originally intended, until 
there is some type of governmental insurance available to SBIC’s. (See en- 
closed copy of letter to 8S. B. Pearson of December 22, 1959.) 

3. (a) Statutory tax-deductible loss reserve: This is essential in lieu of gov- 
ernmental insurance [sic] and very desirable in conjunction with governmental 
insurance, if the latter should ever be instituted. 

(b) Participation by SBIC’s in regular SBA loans: This area of operations 
would expand our horizon and may prove desirable—if SBA’s requirements 
would prove practically workable. Presently, we are much more interested in 
developing participation procedures with other SBIC’s. Regional groups have 
been forming to facilitate such participation and establish proper norms and 
procedures. 

(c) Permission to SBIC to make any form of equity investment in small busi- 
ness would certainly loosen the restrictions on our field of negotiation when 
attempting to lend to small business. Let me say here that many businesses 
desire direct stock participation by a lender in order to obtain his counsel and 
the concern that comes with an ownership interest. But I doubt that this 
statement will be accepted at face value by SBA personnel. 

(d) Permission to collateralize convertible debentures is not deemed specifi- 
cally important although it might prove helpful where cash was needed that 
could not be obtained through ordinary methods or governmental channels. 
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(e) Alteration of the present statutory ratio of Government loans under sec- 
tion 303(b) from 50 to 100 percent would certainly expand the amount available 
for operations. But a 5 percent price tag on this money removes some of the 
bloom from the rose. It is our feeling that we should pay the SBA no more for 
borrowing funds than the SBA, itself, has to pay. Let’s remember this is a 
Government program. Why should SBA make money on the SBIC’s? 

(f) Whether section 303 loans should be secured with specific collateral, see 
attached copy of our letter of December 3, 1959, to Baltimore Business Invest- 
ment Co. 

(g) Permission to grant restricted stock options to key personnel is completely 
reasonable and makes us competitive with any other business in attracting the 
type of people necessary to build this company and this program. In this area, 
sometimes, it seems that SBA does not wish to grant SBIC personnel any in- 
centive possibilities. For instance, under the terms of our SBA debenture 
($148,500) any move to raise compensation of officers is subject to SBA approval, 
so long as there is any unpaid balance under the debenture. I think the direc. 
tors would hardly pay such exorbitant compensation as to hinder our solvency, 
To avoid difficulty in this area we are presently not paying any salaries to any 
one but intend to do so when the company is showing sufficient earning capacity, 
This seems to be the course taken by most other SBIC’s. 

4. We are not actually contemplating a public issue of our securities for 
several reasons: 

(a) We have no present need for additional funds. 

(b) The present status of SEC—SBA requirements in this field is rather foggy 
and we want to see the air cleared before contemplating any public issue. (See 
attached letter of December 22, 1959, to S. B. Pearson. ) 

Sincerely, 
MANLEY F. GATELY, Secretary. 


INTERSTATE BUSINESS INVESTMENT CO., 
Baltimore, Md., December 8, 1959. 
Mr. Greorcre J. MILLER, Jr., 
Baltimore Business Investment Co., 
Baltimore, Md. 

DEAR GEORGE: In reference to Mr. Read’s letter of November 6, and your recent 
request for comments thereon. 

Mr. Read seems to be basing his position on the interpretation that “credit 
determinations are vested in and made the responsibility of SBA.” From this 
premise he draws the conclusion that double security (debenture bonds and port- 
folio securities) will be required of SBIOC’s under section 303(b) loans. 

Placing the SBIC in this position is a double burden and may severely limit the 
growth potential of the program. Where portfolio securities, representing a 
large part of the SBIC’s assets are pledged as security to obtain funds from SBA, 
it is certain that SBA will want to examine the sound book value of the securi- 
ties. In effect this will put SBA in the position of evaluating the companies 
to which the SBIC’s have advanced funds. Under these circumstances, the 
SBIC’s will be reduced to acting as a funnel for SBA funds if they wish to use 
section 303(b). This directly places SBA in the affairs of the SBIC’s, which 
certainly was not the intent of Congress. 

I hope these thoughts will be some assistance to you in your reply to Mr. Read. 


Very truly yours, 
JEROME S. CARDIN, Counsel, 


INTERSTATE BUSINESS INVESTMENT Co., 
Baltimore, Md., December 22, 1959. 
S. B. PEARSON, 
Chief, Investment Division, 
Small Business Administration, 
Richmond, Va. 

Dear Mr. PEARSON : In response to your recent letter of December 16, 1959, and 
the reference therein to SEC’s position on publishing the names of borrowers and 
other details, etc., may I comment as follows: 

The SBIC program was initiated to help the small businessman. Small busi- 
ness is usually a closely held enterprise with personal relationships and family 
affairs deeply involved. SBIC loan negotiations with such companies usually 
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are held on a confidential basis and with assurances by us that these confidences 
will be honored. 

We cannot stress too strongly the importance of confidence to such potential 
borrowers, very often the details revealed in connection with such a loan are 
details of an extremely personal nature. Personal guarantees are involved. 
Personal potentials are evaluated. And soon. 

It is my sincere personal opinion that the prospect of public revelation of 
the names of such potential borrowers and the details of what they consider to 
be their personal business will have two damaging effects to the SBIC program: 

1. It will certainly deter many potential borrowers from considering an SBIC 
as a source of needed funds. 

2. It will certainly deter many SBIC’s from “going public’ 
issue in order to expand its program. 

From another aspect, let us consider the intent of the SEC. Its intent is to 
put information before the public which will enable the public to soundly eval- 
uate a security issue, and enable SEC to evaluate the soundness of the company 
behind the issue. Now this revelation of information is well and good where 
a corporation is 100 percent privately financed, privately run, and privately 
audited. But most SBIC’s are none of those things. We are financed up to 50 
percent of initial capital by the U.S. Government; we are audited by the U.S. 
Government, and we have been investigated, promulgated, and established under 
U.S. Government rules and regulations. Our whole future “modus operandi” 
is on file with SBA in our proposal. Are we now to give SEC all details of our 
investments under this program? 

And how far will this requirement be carried? Let us envision an SBIC 
which has most of its funds invested in participation with 10 other SBIC’s. This 
SBIC now decides to make a public offering, the size and nature of which re- 
quires SEC registration. Will the offering SBIC be required to file with SEC the 
details of the companies whose loans are held by the 10 other SBIC’s with which 
it has participated? If so, this would be an unconscionable burden and effec- 
tively kill SBIC expansion under such circumstances. 

We hope that our thoughts on this subject will prove of some help in formu: 
lating your case. Please feel free to call on us at any time. 

Very truly yours, 


’ 


with a securities 


JEROME 8, CARDIN, Counsel. 


MERCHANTS INVESTMENT CORP., 
Charleston Heights, S.C., February 18, 1960. 
Hon. JOHN SPARKMAN, 
Chairman, Select Committee on Small Business, 
U.S. Senate, Washington, D.C. 

Dear Senator: In reply to your letter of January 29, we are glad to set forth 
below as best we can answers to the questions you presented. 

1. We used the services of a very able attorney, Mr. Robert B. Kay, of Green- 
ville, S.C., in preparing our application for license. We contacted Mr. Kay on 
June 24 and asked him to prepare this application for us. On October 23, 1959, 
approximately 4 months later Mr. S. B. Pearson called us to tell us the license 
had been issued and he would be down to present it to us in a few days. We 
encountered no particular obstacles in obtaining this license. 

2. Since obtaining our license we have been engaged in the loan feature rather 
than the convertible debenture financing feature. By Monday we will have 
actually made 13 loans totaling slightly over $400,000. All of these loans were 
made to independent retail grocery merchants. 

3. (a) We are in favor of a statutory tax deductible loss reserve, similar to 
that now granted savings and loan associations. 

(b) We are definitely in favor of participation by SBIC’s in regular SBA 
loans under section 7 of the SBA Act. This would be of tremendous help to us. 

(c) At this time we are not particularly interested in making any form of 
equity investment in small businesses. 

(dq) We are not presently interested in the convertible debenture feature. 

(e) We would like to change the ratio of Government loans under section 303 
(b) to SBIC’s from 50 percent of net worth to 100 percent or more. In our 
particular case, we find that we would be able to use considerably more money 
than is presently available to us. 

(f) No comment. 

(g) No comment. 
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(h) One of the problems which is of most importance to us is the rate of 
interest charged for the debentures and also for the loan from the SBA. We 
feel that since the SBIC’s are loaning this money to the public, they should 
be able to get it at a more reasonable rate of interest in order that they could 
be more competitive with other loaning agencies. d Pr gy 

4, We have not made nor are we actively contemplating a public issue of our 
own securities. 

Yours very truly, 43 ; 
L. B. Witu1aMs, Jr., Vice President, 


Mip ATLANTIC SMALL BUSINESS INVESTMENT Co., 
Baltimore, Md., March 4, 1960. 
Senator JoHN SPARKMAN, 
Chairman, Select Committee on Small Business, 
U.S. Senate, Washington, D.C. 

DEAR SENATOR SPARKMAN: Thank you for the opportunity to express our ideas 
and views on the operations of the Small Business Investment Act of 1958. 
We regret that we have not submitted this information earlier, but feel that 
our views will be a reiteration of what has been said by several of our col- 
leagues here in Baltimore. 

The following are answers to your questions: 

1. The time consumed in obtaining our license was approximately 8 months. 
Much of the delay was caused by several changes in the application form as we 
were ready to submit our proposal. These changes necessitated rewriting our 
proposal and also led to some confusion due to the seemingly ambiguous and 
unnecessary questions. 

2. We have processed many applications, however, have not made any loans. 
This is due to our desire to lend against convertible debentures and thus be- 
come owners rather than make straight term loans which would reduce our 
earnings only to interest, which is taxable. 

3. The permission to SBIC’s to make any form of equity investment in small 
business would be extremely helpful since the use of convertible debentures is 
a medium not known to most corporations. The use of convertible debentures 
requires a great deal of negotiating, plus the extremely difficult task of trying 
to anticipate earnings and place a price on them. A stock issue is a simpler and 
cleaner mechanism and is more easily priced. 

Permission to collateralize convertible debentures is a definite necessity 
since certain situations demand some security. The construction business is 
extremely risky and sensible financing necessitates the holding of security. 
The present ruling eliminates convertible debenture lending for this type of 
business. 

The increase from 50 percent of net worth to 100 percent for loans under 
section 303(b) would be extremely advantageous for the procuring of lendable 
funds and would also enable a SBIC to build up more experience before trying to 
obtain funds from banks or insurance companies. A SBIC will have a difficult 
time establishing credit initially due to the newness of the program and the in- 
experience of the lendors with this type of company. 

Any small business with a progressive policy tries to give stock options to key 
personnel as a means of holding them. The present ruling simply eliminates this 
opportunity. 

4. At this time we do not contemplate a public issue of our securities. 

I hope this information will be of some assistance to you, and if there is any 
further information that I can supply, please do not hesitate to contact us. 

Sincerely yours, 
ALAN P. Hosrirzett, Jr., 
Executive Vice President. 


WEstT VirGINIA First SBIC, 
Huntington, W. Va., February 18, 1960. 


Hon. Joun SpARKMAN, 
Chairman, Select Committee on Small Business, 
US. Senate, Washington, D.C. 

DearR Senator SPARKMAN: This letter is in reply to your letter of January 
29. The numbering and lettering of paragraphs conforms to the points upon 
which your letter requested comment : 
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(1) Although almost 6 months elapsed from the time we filed our official pro- 
posal until our license was issued as of January 5, we did not encounter any 
obstacles which we regarded as significant or unusual. Our notice to proceed was 
issued under date of September 22 and we were largely responsible for the delay 
in issuance of the license subsequent to that time. SBA personnel were courte- 
ous, cooperative, and helpful. 

(2) Since we released no publicity until after our license was issued, we have 
actually just begun business. We are presently approaching an advanced stage 
of negotiation with only one concern. It is developing a residential subdivision. 
Negotiation has not yet reached the point of working out terms. 

(3) Regarding suggested changes in the law or its administration : 

(a) Unquestionably the SBIC should be provided with a tax deductable loss 
reserve. It is my understanding that the savings and loan associations now have 
a statutory loss reserve of 12 percent. Since the SBIC approach is basically that 
of a speculative investment, a considerably higher loss reserve should be pro- 
vided. Under the revenue laws in the absence of an automatic reserve deduc- 
tion, there is no provision by which a partial deduction of a prospective loss 
can be taken. The alternative is to ‘realize’ the loss and then take the 
deduction in full. It would appear in most instances of loss the speculation in- 
vestments of the SBIC will gradually deteriorate over a period of 5 years or 
more and that the actual loss will be realized at the end of a prolonged period. 
I submit that this will automatically cause a distortion of taxable income unless 
a liberal reserve deduction is provided. 

As an alternative, it might be even more feasible, and more accurate as far 
as annual income is concerned, to evaluate the SBIC’s investments in a manner 
comparable to inventory, using the lower cost or “market.” In such event the 
companies would annually appraise the value of the portfolio. I have not given 
this suggestion personal study, and am simply suggesting that your committee 
experts may desire to consider it if it seems to have merit. 

(b) I can see no objection to permitting participation by SBIC’s in regular 
SBA loans under section 7, but on the contrary can see some points of mutual 
advantage. 

(c) There are both practical and physiological objections to the present limi- 
tation upon SBIC which requires it to approach the equity investment solely 
through the purchase of convertible debuntures. Unquestionably, the SBIC’s 
can better fulfill the objective of providing equity capital to small business if 
this restriction is removed and the SBIC is permitted to make any type of in- 
vestment in a small business concern, as would be permitted by the Proxmire bill. 

(d@) Whether or not the Proxmire bill or similar legislation is enacted, the 
SBIC should not be prevented from requiring collateral security for convertible 
debentures. 

(e) The present statutory ratio of Government loans under section 303(b) 
of 50 percent of net worth should certainly be increased to more than 100 per- 
cent. I do not know what experience other SBIC’s have had to date in efforts 
to borrow either from the SBA under section 303(b) or from financial institu- 
tions. Our company has received a preliminary indication from local banks 
to the effect that at the outset we should be able to borrow through our banking 
connections at least 100 percent or $300,000 upon an open line of credit at the 
prime commercial rate. The borrowing power of the SBIC under section 308 (b) 
should be greater than this and should be easily available to augment the 
SBIC’s borrowing power from other sources. 

(f) Section 303 loans should be made without specific collateral security, 
at least up to amount equal to the company’s net worth, and preferably sub- 
stantially in excess of net worth. In addition, in instances where the SBIC 
is able to obtain a line of short-term bank credit, for example, the company 
should be able to obtain a commitment without charge from the SBA under 
section 303 for a long-term loan which could be used for liquidation of loans 
obtained under the private line of credit. 

(g) The SBIC should be permitted not only to grant restricted stock options 
to key personnel, but also to issue stock under proper circumstances for consid- 
eration other than cash. 

(h) The policy of our company is to place primary emphasis upon the equity 
investment in contrast to the long-term loan. The successful growth of our 
company will depend not only upon our skill of management, but equally upon 
our ability to raise substantial amounts of equity capital by the sale of our stock. 
Your committee should realistically consider the problems of the SBIC in our 
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position. We do not anticipate being able to obtain underwriting by a high 
caliber metropolitan security dealer who can sell an offering of $1 million or 
more in a matter of a few weeks. We know that the offering of our stock in our 
local area will require an intense sales effort by personal interview and we 
know that such a selling job is both difficult and expensive. In this respect, 
many small business investment companies are in exactly the same position as 
small business concerns with respect to the market and saleability of their equity 
securities. This difficulty will be far greater during the first 5 years of the pro- 
gram than it should be thereafter. Speaking from the personal experience of 
myself and my associates, we know that the job of selling our stock on a public 
offering would be made much easier and cheaper if the purchaser were per- 
mitted a tax deduction (currently or amortized over 3 years) of the amount of 
his stock investment. We therefore earnestly recommend that this committee 
reconsider proposals which were made along similar lines last year. 

In our view it is unfortunate that the small business investment company is 
also regulated under the Investment Act of 1940. It is obvious that small busi- 
ness investment companies are quite dissimilar in nature from the companies for 
which that statute was intended. We have no doubt that the public will be 
fully protected by the examining and regulating activities of the Small Business 
Administration and therefore urge that this committee eliminate the dual regula- 
tion of operations and sales of securities by specifically exempting SBIC’s from 
the 1940 act. If dual regulation by the SEC and SBA is to be continued, refer- 
ring both to the 1940 and 1933 acts, then certainly it is to be hoped that the atti- 
tude of the SEC will be much more sympathetic to the problems of the SBIC’s 
than has been exhibited to date. 

(4) Since the basic policy of our company is to make equity investments in 
small business concerns we must contemplate a substantial freezing of our 
investment capital. This simply means that if our program is to be successful, 
substantial amounts of additional capital will have to be raised by public offer- 
ings of our stock. Our present projections thus contemplate a public offering 
in approximately 9 months to a year. 

I thank you for inviting comment and hope that this reply will be of service 
to the committee. 

Sincerely yours, 
Wm. L. BRANCH, 
Executive Vice President. 


STATEMENT OF Ropert B. Kay, GENERAL COUNSEL OF SOUTHERN GROWTH 
INDUSTRIES, INC., GREENVILLE, S.C. 


Southern Growth Industries, Inc., is a Federal licensee under the Investment 
Act of 1940, and its shares are fully registered under the Securities Act of 1933. 

Southern Growth is charged with the responsibility of supplying long-term 
financing to small business concerns. These small concerns find it extremely 
difficult and costly to raise funds for their operations. Southern Growth has the 
same problem. 

There are three possible sources of capital available to Southern Growth. 
These sources are institutions, the general public, and the U.S. Government. 

The realistic approach dictates that Southern Growth will have to have a mini- 
mum of 5 years’ experience before the institutions will be interested in extending 
credit of one type or another. 

The general public is not well enough advised of the program to be excited 
about investing their savings in this new financing institution. Facilities must 
be made more accessible to the small investor as well as the large. The protection 
of the investor’s hard earned savings is not adequate. The inducement is small. 
Facilities, inducement, and protection should be present to encourage the general 
public to invest in this program to better business in America as they have 
invested in savings and loan associations to better housing in America. 

If the program of establishing small business investment companies or capital 
banks is to fulfill the desires of Congress as stated in section 102 of the act, then 
further consideration must be given to new legislation to complete the super- 
structure of the overall program. Private capital should and will supply the 
entire funds for this program if facilities are made more accessible to the public. 
In this connection we suggest legislation be drafted to accomplish the following: 

(1) Cooperation of the Securities and Exchange Commission to allow a 
Federal licensee to sell their debt securities to the general public using sales 
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methods somewhere between the two extremes of the restrictions placed on the 
distribution of investment company shares and the complete exemption granted 
shares of the savings and loans associations. 

(2) Establishment of a Federal insurange agency, to be financed by the Federal 
licensees, similar to the Federal Savings and Loan Insurance Corporation, to give 
purchasers of Federal licensees’ debt securities some form of indemnity against 
fraud. This would not be intended to insure a Federal licensee’s stockholders 
or the licensee against losses in their portfolio values, nor would it be any 
greater an illusion than that created by the Federal Savings and Loan Insurance 
Corporation. 

(3) Establishment of an intermediate credit facility, to be privately financed, 
which would provide funds to Federal licensees’ for relending * * * but not for 
investment. If operative in conjunctive with the above two suggestions, it is felt 
this facility would develop into a reserve system rather than a primary source 
of funds. 

The accomplishment of this program would enable a well managed and 
established Federal licensee to raise substantial funds to aid small business by 
offering a savings program within the debt to capital limits already established 
by the Small Business Administration. With restrictions against the Federal 
licensee “investing” proceeds of any borrowed money (it would have to be used 
for “relending,”’ fully secured, etc.) * * * the industry could establish a policy 
of voluntary redemption of its debt obligations, on demand. Cooperation of the 
intermediate credit facilitiy would assure a source of funds when redemptions 
exceeded new “deposits.”” We do not advocate any change in the present require- 
ments and methods necessary to raise the equity ownership base for Federal 
licensees which would be channeled into equity positions of small business con- 
cerns. Weare concerned, however, with finding a solution for the segment of this 
program which presents the greatest problem * * * channeling of long-term 
straight loans to the bulk of small businessmen * * * the little fellow needing 
$5,000 to $10,000. This will be accomplished only if the Federal licensees are 
able to raise such funds continuously, and without the expense of registration and 
distribution of their own obligations. 

A small business investment company to be really successful in its venture 
with the many unforeseen pitfalls that lie ahead should have a minimum capital 
of $5 million. There must be a reserve for possible losses. Other venture capital 
companies have had losses and we expect our portion. In this connection we 
think a statutory tax-deductible loss reserve of 15 percent of outstanding invest- 
ments for the first 5 years of operation would be helpful. Experience should 
dictate thereafter. 

With a few sound legislative changes in the present statutes the Federal 
licensees should be able to function profitably without putting their hand too 
far into the Federal Treasury, if any. 





REGION V 


CENTRAL SMALL BUSINESS INVESTMENT Co, 
Miami, Fla., February 5, 1960, 

SELECT COMMITTEE ON SMALL BUSINESS, 
U.S. Senate, 
Washington, D.C. 

GENTLEMEN : Replying to your inquiry of February 1, please be advised we have 
consumed about 9 months in obtaining our license. 

1. We have not made any loans of any nature up to this time, having been too 
recently licensed. 

2. With regard to section (8) (a) (b) (c) (d) (e) and (f), we are in favor 
of the suggested changes in the law or administration as outlined. 

3. In connection with section (g), we have not given this matter complete con- 
sideration although it may give certain incentive to key personnel. 

At the present time we are not contemplating public issue of our securities. 

In our opinion it is obvious to us, as evidenced by the reaction of the applicants 
that have inquired, the Small Business Investment Act is bogged down and will 
not accomplish its purpose unless many changes are made. 

The general opinion is that this program, as it is now, is not mutually favorable 
and causes problems and confusion. 
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It is possible that if affirmative steps as suggested by the interrogatories can 
be effectuated including changes both in law and administration, the program 
may receive the necessary stimulation. 

Very truly yours, 
STANLEY H. Wo trFr, l’resident. 


First MIAMI SMALL BUSINESS INVESTMENT Co., 
Miami Beach, Fla., February 18, 1960. 
Senator JOHN SPARKMAN, 
Chairman, Select Committee on Small Business, U.S. Senate, Senate Office Build- 
ing, Washington, D.C. 


DEAR SENATOR SPARKMAN: We submit this letter in response to your February 
1, 1960, request for a statement of our experience and general views regarding 
the Small Business Investment Act of 1958. 

The points will be covered in the order set forth in your request. 

(1) The time consumed in acquiring our license was minimal as far as the 
Small Business Administration was concerned. Significant or unusual obstacles 
were not encountered. In our opinion this was, to a large extent, due to the 
assistance of Mr. B. T. Webb of the regional office in Atlanta. 

(2) Since obtaining our license we have negotiated many convertible deben- 
ture transactions but have been unsuccessful in actually closing such a loan, 
Several, however, are in an advanced stage of negotiation. 

(3) (a) We believe a statutory-tax deductible loss reserve similar to that now 
granted savings and loan associations would be beneficial. 

(b) In our opinion participation by SBIC’s in regular SBA loans is not advis- 
able. 

{c) Permission to make any form of equity investment in a small business 
is advisable, especially so if evidence of the obligation repayable could be sep- 
arated from the convertible feature. An example being permission to obtain 
stock, warrants, or options. 

(d) In our opinion permission to collateralize convertible debentures would 
initiate and consummate more loans at the present time. 

(e) The ratio of section 303(b) loans should be increased from the present 
of 50 percent of net worth to 100 percent or more. 

(f) Collateral should not be required for section 303 loans. 

(g) We recommend permission to grant restrictive stock options to key per- 
sonnel. In our opinion any incentive to key personnel is desirable. 

(h) The requirement that a small business acquire a certain percentage of the 
stock of the SBIC creates a problem which should be eliminated. Our experi- 
ence has shown that unsecured financing of small businesses, coupled with a 
natural reluctance of many small businesses to acquire a “partner,” have slowed 
down the program. However, as it develops and small businesses become edu- 
eated to the potential of SBIC financing, the program will accelerate. The 
Small Business Administration should assist in a general educational program. 

(4) We are ever mindful of a public issue but have not made nor are we 
actively contemplating such an issue at this time. 

Very truly yours, 
IRVE L. Linny, President. 


First SBIC or TAMPA, JNC., 
Tampa, Flu., February 9, 1959. 
Hon. JoHN SPARKMAN, 
Chairman, Select Committee on Small Business, 
U.S. Senate Building, Washington, D.C. 


Dear Sir: As requested in your letter of February 1, 1960, relating to our 
observations as a proponent and licensee of the Small Business Investment Act of 
1958, we are attaching herewith a statement which we trust will be of assistance 
to you in your survey. 

Sincerely yours, 


JOHN W. BrYAn, President. 
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SraATEMENT OF THE First SMALL BUSINESS INVESTMENT Co., OF TAMPA, INC. 


Question 1. The time consumed in obtaining your license, and any obstacles 
that you encountered which you regard as significant or unusual. 

Answer. Our proposal was dated July 6, 1959. We received notice to proceed 
on about November 1, the notice being dated October 28, 1959. Our license was 
dated December 1, 1959. 

Pursuant to instructions contained in notice to proceed, we requested permission 
of SEC under date of November 3, 1959, to issue our original stock. We received 
nonaction letter from SEC bearing date of November 24, 1959. 

No obstacles of any kind were encountered and we feel that every consideration 
was accorded us. Both the regional and Washington offices were patient, efficient, 
and helpful in every way. In our opinion the matter was handled most effi- 
ciently. 

Question 2. Your experience since obtaining your license, including a description 
of any loans or convertible debenture financing actually completed or in an 
advanced state of negotiation ; and in each case the general business classification 
of the borrower and ‘the important terms of the loan. 

Answer. Since beginning business on December 1, 1959, we have received 90 
applications for loans aggregating $5,512,500. We have eight loans ready for 
closing aggregating $285,000. Four of the loans will be convertible debentures in 
the sum of $140,000 and four of the loans will be long term secured loans. 

The general business classifications include equipment and supply companies, 
trucking corporations, wholesale burlap bag distributors, and food processors. 

Question 3. Your views on the following suggesed changes in the law or its 
administration : 

(a) A statutory tax-deductible loss reserve, similar to that now granted savings 
and loan associations. 

Answer. We feel that SBIC’s should have the same tax treatment as savings 
and loan associations. 

(b) Participation by SBIC’s in regular SBA loans under section 7 of the SBA 
Act, now prohibited by SBA. 

Answer. Such a participation would be helpful, and in my opinion it should 
operate both ways: that is, SBA should be permitted to participate in regular 
SBIC loans. 

(c) Permission to SBIC’s to make any form of equity investment in small 
business, removing the present statutory limitation to convertible debentures. 

Answer. Such a change would, in my opinion, be helpful and stimulating to 
the program. 

(d) Permission to collateralize, where possible, convertible debentures, now 
prohibited by administrative ruling. 

Answer: This change would also be helpful, and would undoubtedly provide a 
method of making loans which would be helpful to certain classes of small 
businesssmen, whose loans would otherwise be declined. 

(e) Alteration of the present statutory ratio of Government loans under see- 
tion 303(b) to SBIC’s from 50 percent of net worth to 100 percent or more; 

Answer. This change should be granted and no doubt the program will depend 
to a great extent upon such assistance from SBA. 

(f) Whether section 303 loans should be secured with specific collateral. 

Answer: It is my opinion that 308 loans should be secured with specific collat- 
eral; however, the actual note and related documents should be handled on a 
nonnotification basis and retained in the office of SBIC under proper trust 
receipt. 

(g) Permission to grant restricted stock options to key personnel, now for- 
bidden by administrative ruling. 

Answer: I can see no excuse for granting stock options to so-called key person- 
nel. In my opinion this restriction should be enforced and no change permitted. 

(h) Any other problems of a similar nature which seems to you of importance. 

Answer. It seems to me that the banking industry should be required to take 
1 percent of their capital and surplus in local SBIC’s, the same as being a member 
of the Federal Reserve System, as in my opinion the banks stand to benefit from 
the program more than any other industry. 

Question 4. Whether you have made or are actively contemplating a public 
issue of your own securities. 

Answer. We do contemplate making a public issue of our own securities. 
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LINCOLN SMALL BUSINESS INVESTMENT Co., 
Miami Beach, Fla., March 2, 1960. 
SELECT COM MITTEE ON SMALL BUSINESS, 
US. Senate, 
Washington, D.C. 
(Attention of Senator John Sparkman. ) 


GENTLEMEN: In reference to your letter of February 1, 1960, please permit 
me to apologize for the tardiness of this reply. To cover your letter point by 
point, please be advised that— 

1. There was no undue delay or obstacle in obtaining our license. 

2. We have as yet had no loans of any description and therefor cannot give 
you any information in answer to your question No. 2. 

3. (a) In answer to your question 3 (a), a statutory tax-deductible loss re- 
serve similar to that now granted savings and loan associations is required by 
SBIC’s in order for them to build up the adequate reserves. This buildup of 
reserves would permit a more liberal attitude toward the making of equity 
loans. 

(b) It is academic as to whether we are permitted to participate in SBA loans 
because of their low interest rate. 

(c) We are in favor of permitting SBIC’s to make any form of equity invest- 
ment in small business permitting a more flexible method of making loans. 
The present restriction to convertible debentures is not broad enough to effect the 
policy of the act. 

(d@) Weare in favor of collateralization of convertible debentures, thus making 
it possible to make more loans to small business within limits of business 
prudence. 

(f) We are not in favor of specific collateral being required when we make 
section 303 loans because it will hamper our flexibility and limit our availability 
of equity capital. 

(g) Restricted stock options are necessary to recruit competent personnel and 
thus permit normal expansion of any SBIC unit. 

(h) We believe that the SBA should be a source of secondary financing to 
SBIC’s. It should be a rediscount agency exclusively with appropriate redis- 
counting of its paper by SBA and the SBA should not enter into any competitive 
prime financing with customers who otherwise would be dealing with SBIC’s. 

We believe that SBIC’s should be improved to insure life of any borrower even 
when convertible debenture method is used. 

4. Weare not presently contemplating a public issue. 

We hope these answers will be of use to your committee. 

Yours sincerely, 
PAUL JAcoss, President. 


Tue Tutrrp’s SMALL BUSINESS INVESTMENT Co., 
Nashville, Tenn., February 19, 1960. 
Re The Third’s Small Business Investment Co., Nashville, Tenn. SBA License 
No. 05-0002. 


Hon. JOHN SPARKMAN, 
Chairman, Select Committee on Small Business, 
U.S. Senate, Washington, D.C. 

Dear SENATOR SPARKMAN: As chairman of The Third’s Small Business Invest- 
ment Co., I am writing in reply to your letter dated February 1, 1960, inviting 
our company to file a statement with your committee, to become a part of the 
record of the hearings to be held during this month covering operations under 
the Small Business Investment Act of 1958; our statement to contain an expres- 
sion of general views in addition to comments on the numbered items set forth 
in your letter. 

The Third’s Small Business Investment Co. was conceived and organized as 
an affiliate of Third National Bank in Nashville which at the time of the filing 
of its proposal and application with Small Business Administration had a capital 
and surplus of $10 million (later increased to $14 million). The proposal was 
forwarded to SBA during the last week of December 1958. Notice to proceed 
was issued by SBA on February 20, 1959, pursuant to which notice application 
for license was duly filed and the license above identified was issued under date 
May 11, 1959. 
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The notice to proceed issued by SBA contains the direction that the license 
application to be filed by our company must contain evidence issued by Securities 
and Exchange Commission that our company’s activities as set forth in the 
proposal are not subject to laws administered by the Commission or that our 
company had complied with requirements of the Commission with respect to any 
such activities subject to such laws. 

Delay in the issuance of the license under which this company operates was 
largely due to the necessity of meeting SEC requirements. Officers of the Di- 
vision of Corporation Finance of SEC were particularly cooperative and helpful 
to us in the preparation of statements, applications, ete., necessary to secure the 
required green light from the Commission. Because our two stockholders were 
corporations, each of which had more than 100 stockholders of its own, it was 
necessary that we register our company with SEC as an investment company, 
and registration was effected by the filing of Form N-8A on March 23, 1959. 
We were required also to file an application with SEC for exemption from the 
requirements of section 10(c) of the Investment Company Act of 1940 because 
of the fact that all of our directors save one were officers or directors of Third 
National Bank in Nashville. The exemption order was issued May 7, 1959, the 
Commission finding that the requested exemption was consistent with the pro- 
tection of investors and the purposes of the act. 

Pending action by SEC on the exemption above discussed, our company filed 
its registration statement on SEC Form N-5, and on April 23, 1959, the Com- 
mission issued its letter, of which copy was sent to SBA, expressing the Com- 
mission’s consent, insofar as the act of 1940 was concerned, that the company 
engage in business, with the result that our license was issued by SBA on May 
11, 1959, as above stated. 

A new regulation (8c—-2) was adopted by Securities and Exchange Commission 
on September 3, 1959, providing in effect that for the purposes of section 3(¢) (1) 
of the Investment Act of 1940, beneficial ownership by a corporation owning 10 
percent or more of the voting securities of a small business investment company 
shall be deemed to be beneficial ownership by one person, other conditions of the 
regulation being satisfied. This regulation would enable our company to with- 
draw its registration as an investment company and to be no longer subject to 
regulation by SEC. Inasmuch as we do not contemplate making public offering 
of our securities, withdrawal of our registration under the Investment Company 
Act of 1940 is having our serious consideration. 

Notwithstanding the very unusual helpfulness and cooperation extended to us 
by officers of SEC in registering our company under the Investment Company 
Act of 1940, we very definitely recommend the enactment of whatever statutes 
or amendments are required to exempt small business investment companies 
from registration requirements and regulation by the Securities and Exchange 
Commission, providing instead a means of interdepartmental communication be- 
tween SBA and SEC whereby specific activities proposed by a small business in- 
vestment company could be made subject to appropriate regulation by SEC 
under other acts administered by that Commission when and if they fall within 
the application of such laws. 

(1) The foregoing paragraphs are, we believe, proper response to the first 
numbered point in your letter. 

(2) Item 13 exhibited with our proposal to Small Business Administration 
sets forth the purpose of our principal stockholder and affiliate, Third National 
Bank in Nashville, to bring about the organization of this company in order 
to stimulate and further industrial and commercial growth in Tennessee which 
constitutes the area served by the bank and in the development of which the 
bank is vitally interested, 

Attached to this letter is a list of 11 long-term loans which the Third’s Small 
Investment Co. has completed since its organization, all of which bear interest 
at the rate of 6 percent, with interest and agreed advisory and consulting service 
charges added; all principal, interest, and service charges payable in monthly 
installments as shown on the list. Items 10 and 11 of the list are maximum 
participations by our company in total loans of $85,000 and $90,000, respectively. 
The company has purchased no convertible debentures, although unsuccessful 
effort has been made to negotiate such purchases, 

(3) (a) A statutory tax-deductible loss reserve would no doubt be of value 
to this company and such privileges would undoubtedly tend to stimulate the 
organization of similar investment companies, 
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(6) Our company has so informed opinion on the desirability of permitting 
small business investment companies to participate in loans negotiated by SBA 
under section 7 of the Small Business Investment Acts, 

(c) We would recommend an amendment permitting investment in any form 
of equity securities of a small business concern. 

(d) We express no opinion on the desirability of permitting an SBIC to col- 
lateralize convertible debentures. 

(e) The purposes of the Small Business Investment Act of 1958 would be 
furthered by the removal of the limitation on the amount of funds authorized 
to be advanced by SBA to a small business investment company, and the regu- 
lation of such companies by SBA to which a small business investment company 
is subject would appear to be a sufficient protection against loss by the Admin- 
istration without the necessity of an arbitrary percentage limitation. 

(f) We would suggest that SBA should be vested with discretion to require 
specific collateral as security for section 303 loans, but that there should be 
no arbitrary statutory requirement that such loans be secured. 

(g) Our company would not be interested in the distribution of its capital 
stock through stock optiens, and therefore expresses no opinion on this point. 

(h) We suggest that section 306 of the Small Business Investment Act be 
amended so as to substitute a higher percentage figure for the ‘20 percent” 
stated in this section. 

(4) This company has not made and does not contemplate making a public 
issue of its own securities. 

Our officers will be very much interested in the hearings to be held by the 
Select Committee on Small Business, and request that we be furnished with 
two copies of the hearings and the committee report. 

Respectfully, 
WILLIAM J. BRYAN, Chairman. 


The Third’s Small Business Investment Co.—Loan agreements completed 
(Feb. 17, 1960) 





Amount Repayment 
Business classification loaned _ (monthly 
installments) 


h Mesteurentss ca.4u.5.- sai S ks ch ie ls el She sbns dsb nck déede $6, 000 60 

a a aid ca een eener mente ensenet 16, 000 60 

3. Concrete pipe manufacturing See ai sa cies keen saeetacianemmened eegctrateeniese Gee 15, 000 60 

4. Trailer sales____.---. BIT ORES 2) i SLT ER RS EVE et Ee a eee eee 8, 500 60 

5 es NG ais sk. sk nh i is Sis nts geo msdn 5 69S 5 50K 10,000 60 

a a ok ns ai acne dee enbhunn eeaae’ 9,000 60 

ce ene oe eg nn ienudem amin newinn amin 3, 500 60 

peer UNL i a ns hein di ess. 7,000 60 

oe IG EE citar oc nrg owner eee ones} oes bein cphidapiggmecyepnaneele 7,000 60 

Se  nctcn ne narventn Sa crt 60, 000 72 
SEE IG 2h 0 062. D sok c odbc de ceebbunbebessbcbivendosensde 60, 000 60 
NN cpiatiiiiadiblaidinsabitingintancanbichianisedbeabnmeketadatest SIA FR ienddcpncsansl 








REGION VI 


SMALL BUSINESS INVESTMENT Co, oF OHIO, 
Cleveland, Ohio, February 22, 1960. 
Re Small Business Investment Co. of Ohio. 
Hon. JoHN SPARKMAN, 
Chairman, Select Committee on Small Business, 
Old Senate Office Building, 
Washington, D.C. 

Dear SenatToR SPARKMAN: We have been asked by the officers of the Small 
Business Investment Co. of Ohio to express their regret for being unable to attend 
the hearings held by your committee this week on the small business investment 
company program. They have requested further that we submit in the form of 
this letter, a brief résumé of their experience since they were licensed on Decem- 
ber 11, 1959, together with our comments pending legislation. 

On June 30, 1959, I testified before the committee and related the company’s 
experience under the act and its administration to that date. I am enclosing 
several copies of the June 30 statement inasmuch as we feel that most of the 
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comments therein are still pertinent. The most important suggestion made at 
that time, which is still appropriate, is the need for more flexibility in the financ- 
ing program permitted under the act and regulations. We believe the proposed 
amendments which will permit financing through the medium of convertible de- 
bentures; debentures with detachable stock purchase warrants and with nego- 
tiated redemption terms; preferred stock with negotiated redemption features 
with or without participating or convertible features; common stock and other 
means; will improve the marketability of such securities and encourage greater 
interest in the program. 

It it also felt that consideration should be given to the development of a 
secondary market for the securities that will be held by the small business in- 
vestment companies. This is necessary to alleviate the fear of many companies 
that they will be “frozen in” the companies to whom they give equity financing. 
Some form of risk insurance would be of great aid in permitting the smaller in- 
vestment companies to aid many small business concerns who, at the present 
time, cannot be considered. There is still inequality between the incentives pro- 
vided for equity investments as contrasted with long-term loans. At present, 
there is a 15 percent advantage given to small business investment companies on 
dividends received. To counterbalance this advantage of corporate borrowers, 
it is recommended that small business investment companies be given a deduction 
of 15 percent of the interest received on long-term loans. 

Our company was licensed on December 11, 1959. It was the first licensee 
within the State of Ohio. The company recently began an advertising and edu- 
cational program in an effort to acquaint the general public, accounting, lawyers, 
and banks with the Small Business Investment Act of 1958 and our company. 
The results have been extremely gratifying. We have had loan applications sub- 
mitted from all over the State as well as neighboring States. These applications 
are now under consideration by the loan committee of the company and it is 
hoped that the first loan will be made within a very short period. Additional 
inquiries have been received by the local regional office of the Small Business 
Administration and from local banks and insurance companies. It is felt with 
greater publicity given to the act and its licensees, a spirit of necessary coopera- 
tion between lending institutions and professional representatives of the small 
business will result. 

We are enclosing copies of a brochure that has been printed by our company 
for distribution throughout Ohio. On behalf of the company, we wish to reaffirm 
our confidence in the program and to express our firm belief that the act has 
gone a long way toward meeting some of the financing requirements of small 
business. 

If the committee so desires, we would be most happy to have this letter included 
in your record of proceedings. 

The present offcers of the company are: 

Dan Richman, chairman of the board. 
Fred Richman, president. 
Marvin Gross, executive vice president. 
Robert Rogoff, vice president. 
Robert Hexter, treasurer. 
Edward Richman, secretary. 
Respectfully submitted. 
FuERST, FISHER & WEINBERG, 
By STANLEY M. FISHER, 
General Counsel. 


STATEMENT BY STANLEY M. FISHER, A MEMBER OF THE Firm or FurERsT, FISHER 
& WEINBERG, CLEVELAND, OHIO, GENERAL COUNSEL FOR THE SMALL BUSINESS 
INVESTMENT Co. OF OHIO 


As counsel for the Small Business Investment Co. of Ohio, we welcome this 
opportunity to offer our comments on and relate our experiences under the act 
and its administration to date. 

The Small Business Investment Co. of Ohio is composed of a group of Cleve- 
land business and professional men whose experience and contact with small 
business concerns in Ohio had convinced them that there was a need for a 
program to help meet the financing requirements of small business, and thai 
Congress had gone a long way toward meeting that need by enacting the Smal! 
Business Investment Act of 1958. The group began preparation of their appli- 
cation for a license in August 1958. However, applications were not accepted 
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until after the adoption by the Small Business Administration of its final 
regulations for administering the act in November 1958. The company filed 
the first proposal for a license under the act in Ohio and one of the first in the 
country. On June 3, 1959, the company received a “notice to proceed” for its 
formal application for a license. 

The company’s experience during the past 10 months in dealing both with 
potential investors and potential borrowers has tempered the original enthusiasm 
and convinced us that certain basic changes in the act and the administration 
thereof are necessary if this program is to fulfill its objectives. 

Initially, interest was engendered, from the standpoint of the investor, by 
the promised leverage available through the use of Government funds and the 
prospect of tax concessions. However, the leverage available has not proved as 
significant as anticipated; and the tax advantages have been of greater benefit 
to the top bracket taxpayers and have offered little or no inducement to middle 
bracket taxpayers. 

In order to encourage and facilitate the formation and growth of small- 
business-investment companies, the act provided for the advance of Government 
funds. However, the Administration appears to have imposed unnecessary 
restrictions in this regard by its requirement that the Government will participate 
in the initial capitalization of a small-business company only to the extent that 
private funds are not available (regulations, sec. 107.82-1C) ; and, that a com- 
mitment by the Small Business Administration to purchase a licensee’s deben- 
tures will be reduced to the extent private funds are acquired prior to the dis- 
bursement by the Small Business Administration on account of such commit- 
ment (regulations, sec. 107.32-1F). An impasse is thus created since the 
medium-income private investor is attracted principally through the promise 
of leverage available by taking the maximum advantage of Government funds. 
The restrictions imposed by the regulations do not appear to be required by 
section 302(a) of the act. 

Coupled with the restriction on leverage is the imposition of a 5-percent-interest 
rate on funds received from the Government. There appears to be little dis- 
agreement that a small-business-investment company will do well to break 
even during the first 2 or 3 years of its operation. The interest spread between 
the cost of the money and the rate of interest on loans made will have to be at 
its maximum to insure that it balances out the expense of operating the 
company. It must be kept in mind that these private investment companies 
must be self-supporting and have no form of subsidy to depend on. It would 
appear more realistic and in keeping with the apparent intention of the act to 
set the rate of interest at the cost of the money to the Small Business Admin- 
istration. Further, aid should be given to the small-business-investment com- 
pany during its formative years by a 2- to 3-year moratorium on the payment of 
interest. 

At present, the act provides that investment companies may finance small 
businesses only through the medium of long-term loans or convertible debentures. 
The proposed amendments designed to add flexibility to the program by per- 
mitting financing through the medium of convertible debentures with terms of 
redemption negotiated rather than fixed by statute; debentures with detachable 
stock purchase warrants and with negotiated redemption terms; preferred stock 
with negotiated redemption features with or without participating or con- 
vertible features : common stock or other means that the administration approves 
will improve the marketability of such securities and should be adopted. 

In view of the risk inherent in and the admittedly experimental nature of the 
financing which this act wishes to encourage, further consideration must be 
given to some form of risk insurance in connection with a small-business invest- 
ment company’s lending activities. Also, consideration to the development of a 
secondary market for the securities that will be held by the small-business in- 
vestment companies should be given, since we are still not convinced that such 
securities will be attractive for purchase by trust funds, pension funds, and 
insurance companies. 

Further inducements must be made for small-business-investment companies to 
make long-term loans to both corporations and unincorporated businesses. Our 
experience from the numerous inquiries that we have had from small-business 
concerns is that they are primarily interested in long-term loans. Liberalizing 
of interest rates will be of some aid in this area but not the primary solution. 
The addition of risk insurance mentioned earlier would be of further help. In 
addition, it may be necessary to add long-term-option agreements on the pur- 
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chase of stock in a small-business concern to add sufficient incentive and some 
method of acquiring equity in unincorporated businesses which constitute a 
major Segment of small businesses. At the present, the act provides that the 
small-business-investment companies cannot acquire a proprietary interest in the 
borrower on long-term loans except through the medium of collateral securities. 

Turning now to the so-called tax advantages, we find that they are of material 
benefit only to those taxpayers who are in the highest bracket, and of little 
advantage or incentive to the middle bracket taxpayer. This, of course, is not 
a problem of administration nor of the Small Business Act itself. However, if 
this program is to become really attractive to private investors, tax concessions 
that are other than negative must be made. A partial return of dividends to 
investors at capital gain rates or as a reduction of basis would be a positive 
factor in stimulating investors. 

Again, the long-term-loan aspect of the act suffers by the 15 percent advan- 
tage given to small-business-investment companies on dividends received as 
against conventional corporations. To counterbalance this advantage of cor- 
porate borrowers, the recommended deduction of 15 percent of the interest re- 
ceived by small-business-investment companies on long-term loans is vital. Ex- 
emptions from possible imposition of the accumulated earnings tax under sec- 
tion 531 of the Internal Revenue Code should be given for small-business-invest- 
ment companies as long as the investment companies’ accumulated earnings are 
reinvested in long-term loans and equity investments as provided under the 
Small Business Investment Act. Another recognized problem area in the tax 
field should be eliminated by exempting small-business-investment companies 
from the personal holding company provision of section 541 of the Revenue Code. 

Turning to the actual administration of the act by the Small Business Invest- 
ment Division of the Small Business Administration, we have found their as- 
sistance invaluable in formulating and processing our proposal. The adminis- 
tration, as well as those interested in forming companies under the act, realized 
that the early period had to be on a trial-and-error basis. We feel that the 
administration has been sympathetic toward the problems encountered by the 
proponents. We feel that ease in processing proposals will be achieved when 
trained personnel, familiar with the act and its administration, are available 
for regional offices. State problems connected with the formation of these com- 
panies, particularly the Securities and Corporate Divisions, can be eliminated by 
conferences held by the administration with the State agencies to resolve prob- 
lems of seeming conflict between State regulations and corporation laws and 
the act. 

As counsel for the Small Business Investment Co. of Ohio, we want to thank 
the subcommittee for the invitation and opportunity to express our views. We 
are confident that with a few basic changes, the Small Business Investment Act 
can prove to be of material benefit to our economic structure. 


THE SMALL BUSINESS INVESTMENT CoO. OF OHIO 
Ohio’s first Federal licensee under the Small Business Investment Act of 1958 
FOREWORD 


If you are a small-business owner—If you need long-term funds for working 
eapital, growth, expansion, or modernization—then you may find the solution 
to your problem in a completely new source of financing now being established 
for the benefit of small businesses. 

This source is the group of privately owned small-business-investment com- 
panies (SBIC’s) operating under the Small Business Investment Act of 1958. 
In passing this act, Congress assigned the responsibility for licensing, regu- 
lating, and helping finance these companies to the Small Business Administra- 
tion, a permanent agency of the Government. 

The purpose of this leaflet is to tell you, the small-business owner, something 
about the nature of this new financial institution, and to point out how you can 
get in contact with a small-business-investment company, and necessary steps 
involved in applying to it and neogtiating with it for equity financing or long- 
term funds. 
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WHERE'S THE CAPITAL COMING FROM TO EXPAND OR MODERNIZE SMALL BUSINESSES? 


The Small Business Investment Act of 1958 set up the mechanics of financial 
help for growing businesses. 

The Small Business Investment Co. of Ohio, a Federal licensee under the 1958 
act, provides the capital. 

Money for long-term financing is hard to come by. This is especially true for 
expansion-minded small businesses. Big corporations can turn to many sources 
for needed capital; small firms have access to few. Lack of long-term capital 
is generally recognized as the greatest barrier to the growth of small concerns, 
regardless of how promising and well managed they may be. 


A need filled 

The Federal Government, having recognized this problem, now has taken a 
constructive step toward its solution. The Small Business Investment Act of 
1958 sets up procedures by which private risk capital can be channeled into 
worthy small enterprises for long terms, at low interest rates, and under attrac- 
tive conditions. 

The Small Business Investment Co. of Ohio is a privately owned and man- 
aged long-term-financing company. As a Federal licensee, it is regulated by the 
Small Business Administration, an agency of the U.S. Government. Its officers 
and directors believe that such an organization can foster the growth of small 
business and make a valuable contribution to the expanding economy. 


Perhaps you can benefit 

Your application for expansion capital from the Small Business Investment 
Co. of Ohio will be welcome if you can qualify as a small business. The defini- 
tion varies from business to business, but it is so broad that it covers the 
overwhelming proportion of all enterprises. 

If we believe we can help, we will offer you one of the following: 

Loans with up to 20-year maturities, secured or unsecured. 

The purchase of your convertible debentures with up to 20-year maturities. 

Equity capital in any other form authorized under our SBIC license. 

Conversion of debentures into common stock is at a price fixed by mutual 
agreement and based upon sound book value at the time the debentures are 
issued. 

We do not seek a majority stock interest. Our destre is to supply the long- 
term money you need to exploit the full potential of your business and to receive 
a reasonable share in the rewards of its success. Your success is ours, and we 
are willing to accept a calculated risk to help you achieve it. There is some 
practical, hardheaded idealism in our philosophy. 

If your requirements exceed our maximum financing limits, we can neverthe- 
less provide you with the capital you need by participating with other small 
business investment companies, banks or other financial institutions. 

Any type of business can apply to us for long-term capital. Yours may be a 
manufacturing, wholesaling, retailing or service business. Your individual 
need and circumstance are the controlling factors. Any venture—from a 
glamorous young firm operating on brains and a shoestring to a well-established 
company requiring modernization funds—is of interest to us as long as it can 
demonstrate growth potential. 


Sound advice 

Sound guidance for management is as important as adequate financing. For 
customers who wish it, we will function as consultants on a fee basis. Our 
officers and directors are accustomed to formulating major policies and solving 
major problems. We know that, although certain aspects of your business 
may be unique, there are many factors common to all business. We also have 
available an exceptional group of specialists skilled at handling problems of 
every nature. It is quite possible that you will find our advisory services as 
valuable as our capital funds. 


Cooperation 

In establishing an expansion capital program or in an advisory capacity, we 
will work closely with your accountant, attorney, banker, management engi- 
neer, or other professional consultant. 
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Potential uses 
You may use the capital you obtain from us for any promising growth pur- 
pose, including, among others 
suilding volume: 
Expand sales staff. 
Open new locations. 
Carry more accounts. 
Give attractive terms. 
Introduce new products. 
Stock larger inventory. 
Cutting costs: 
Buy cheaper for cash. 
Get quantity prices. 
Purchase modern equipment 
Take cash discounts. 
Improving operations: 
New plant construction. 
Upgrade credit reputation. 
Repay pressing obligations. 
Eliminate seasonal layoffs. 
Acquire other companies. 


Your first step 


If you think our facilities may stimulate and speed your growth, you will 
want to investigate our services in greater detail. We shall be glad to answer 
your questions and to supply you with a financing application form. This will 
entail no obligation on your part. 


CLEVELAND SMALL BUSINESS INVESTMENT CO., 
Cleveland, Ohio, March 1, 1960. 
SELECT COM MITTEE ON SMALL BUSINESS, 
U.S. Senate, 
Washington, D.C. 
(Attention Mr. John Sparkman, chairman.) 


JENTLEMEN : In response to your letter of February 1, 1960, we are providing 
answers to the issues propounded. 

(1) It took almost a year to obtain our license from SBA from the time we 
first started working on the proposal. There was, we thought, an unusual delay 
between the time that we filed our proposal and the time we received our notice 
to proceed. We feel that there was considerable stalling on the part of the 
SBA during most of the time when materials were filed by us, such as when 
the proposal and license applications were in your hands. 

(2) We have not as yet made any loans or purchased any convertible deben- 
tures. There are a number of applications pending and action probably will 
be taken on some of them within the next 2 weeks. They represent a variety 
of business firms, running the gamit from manufacturers of heavy equipment 
to chicken feed stores. Most of the deals that are contemplated are in the area 
of convertible debentures. 

(3) Of the suggested changes in the law that you have referred to, we are 
particularly interested in (c). By permitting SBIC’s to make any form of 
equity investment in small business, they would have greater flexibility and 
freedom of movement, so that the particular arrangement will fit the facts of 
the particular circumstances with which an SBIC is faced. We have seen 
already in some of the applications made to us that if able, we might also be in- 
terested in making a different form of equity investment than we may now 
so do. 

We also consider it particularly important that we be permitted to collatera- 
lize convertible debentures where possible. Where such action may stifle the 
growth or prosperity of a business, obviously it will not be taken. But where 
possible, convertible debentures should be permitted to be secured to the extent 
that is it financially sound. 

We would prefer seeing alteration of the present statutory ratio of Gov- 
ernment loans under section 303(b) to SBIC’s from 50 percent of net worth to 
100 percent or more. 
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A right should be granted to give restricted stock options to key personnel. 
We have not made nor are we at this time actively contemplating a public 
issue of our own securities. 
Very truly yours, 
Rosert J. Gappis, General Manager. 


REGION VII 


BUSINESSMEN’S SMALL BUSINESS INVESTMENT CoO., 
Chicago, 1ll., March 2, 1960. 
U.S. SELECT COMMITTEE ON SMALL BUSINESS, 
Washington, D.C. 
(Attention: Senator John Sparkman. ) 

DEAR SENATOR SPARKMAN: In answer to your letter of February 1, 1960, be 
advised as follows: 

In response to paragraph 1: Some 8 months ensued from the date of the sub- 
mission of our proposal until acceptance thereof and approximately 4 months 
from that date until the issuance of the license. While the writer is of the 
opinion that the time required to process this matter was unreasonably long, 
nevertheless it is his feeling that to a very large extent the cause thereof was 
not attributable to the negligence or lack of cooperation on the part of personnel, 
but rather in the determination of regulations and procedure necessarily re- 
quired to protect the best interests of the public, the proposed licensee and the 
administration. 

The licensee particularly appreciates the opportunity to call to the committee’s 
attention at this time the effort and counsel rendered to it by Mr. James N. Kelly, 
Chief of the Small Business Investment Division, Chicago Office. 

In response to paragraph 2: Since the date of licensing we have made 4 loans, 
2 of which are in the amount of $60,000 each, 1 for $20,000 and 1 for $10,000. 
The two $60,000 and $20,000 loans were made to operators of convalescent homes 
and the $10,000 loan was used in conjunction with the rehabilitation of income 
property. All of said loans bear interest at the rate of 1 percent per month on 
unpaid principal balance and are amortizable in 60 equal installments com- 
mencing 2 years after the date of the loan. As of this date, no convertible de- 
benture financing has been completed, nor is any in an advanced stage of nego- 
tiation. 

In response to paragraph 3: The writer unequivocably takes the position that 
a realistic approach to the continued operation of an SBIC requires the enact- 
ment of (a), (d), and (e) of said paragraph. In addition to the above, the writer 
is of the opinion that a maximum interest restriction, predetermined as of the 
date of the proposal without prior experience benefit, is impractical and un- 
realistic. Interest charges should not be fixed by inflexible predetermined 
maximum rates, but on the contrary, by various current factors from time to 
time existing including, but not by way of limitation, cost of money and normal 
business competition. 

In response to paragraph 4: As of this date the licensee is not actively con- 
templating a public issue of its own securities. 

Very truly yours, 
Mriroy R. Biowrrz, President. 


First CHICAGO SMALL BUSINESS INVESTMENT CorP., 
Skokie, Iil., February 17, 1960. 
Hon. JOHN SPARKMAN, 
Chairman, Select Committee on Small Business, 
U.S. Senate Washington, D.C. 


Dear Sir: This letter is in answer to your request of February 1, 1960, regard- 
ing the Small Business Investment Act of 1958. 

1. We did not encounter any unusual difficulty in obtaining our license. 

2. Since November 5, 1959, we have had over 100 inquiries regarding loans 
We are making the following loans: 

(a) A 10-percent, 6-year $50,000 convertible debenture to a distributing build- 
ing specialty company. 

(b) An 8-percent, 5-year $60,000 convertible debenture to an electronics manu- 
facturer. 
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We are committed on one industrial development for a 12-percent, 5-year 
$40,000 straight debenture and a residential development on a 10-percent, 5-year 
$50,000 straight debenture. 

We are hearing commitment on loans to two other manufacturing concerns. 

3. Our views on your suggested changes in the law are as follows: 

(a) We would be for a statutory tax deductible loss reserve, similar to that 
now granted savings and loan associations ; 

(b) We would be for participation by SBIC’s in regular SBA loans under 
section 7 of the SBA Act, now prohibited by SBA ; 

(c) We would be for permission to SBIC’s to make any form of equity invest- 
ment in small business, removing the present statutory limitation to convertible 
debentures ; 

(d) We would be for permission to collateralize, where possible, convertible 
debentures, now prohibited by administrative ruling ; 

(e€) We would be for alteration of the present statutory ratio of Government 
loans under section 303(b) to SBIC’s from 50 percent of net worth to 100 per- 
cent or more; 

(f) We believe that section 303 loans should not be secured with specific 
collateral ; 

(g) We would be for permission to grant restricted stock options to key per- 
sonnel, now forbidden by administrative ruling. 

. 4. We are contemplating a public issue on our securities within the next 2 
years. 

We would be pleased to give any further information requested by the com- 
mittee. 

Very truly yours, 
RALPH A. L. BocaNn, Jr., President. 


First MILWAUKEE SMALL BUSINESS INVESTMENT CorP., 
Milwaukee, Wis., March 1, 1960. 
Hon. JOHN SPARKMAN, 
U.S. Senate, Washington, D.C. 

DEAR SENATOR: I apologize for my tardy reply to your recent letter. My 
absence from the city was largely responsible for the delay. 

All of us with the First Milwaukee Small Business Investment Corp. are 
strongly in accord with all of the suggested changes in the law which you listed 
in your letter. We feel, however, that our lending operations, which have by 
necessity been relegated to a very poor second in order of importance to the 
currently authorized convertible debenture could be radically improved if we 
were permitted to take detachable warrants as a part of our lending consid- 
erations. 

We also feel quite strongly in favor of your point dealing with the matter 
of allowing stock options for key operating personnel. It is very difficult to 
attract young, able people to staff a growing company, with a relatively modest 
salary budget, unless they can be assured of a right to participate in the bene- 
fits that will accrue to them through ownership of stock or stock options. By 
and large, these people are unable to invest at present. 

With reference to our dealings with the Small Business Administration in 
securing a license: We have nothing but admiration for the thorough yet realistic 
treatment which was accorded our application. We feel that the staff personnel 
of both the Washington and Chicago offices should be complimented for the 
prompt and courteous service which they extended to us. We are of the opinion 
that licensees poorly selected could cause the whole valiant service accorded 
small business by you and your committee to be branded a mockery. There- 
fore, a diligent and time-consuming screening operation should be encouraged, 
not discouraged. 

We sincerely hope that your recommended changes in the law and its subse- 
quent administration will be accepted and approved. We are proud to be a part 
of the national team of financial doers who retain confidence in small business 
and are prepared to support you and your committee with their time and 
money to improve the financial climate for the small businessman. 

Respectfully yours, 


FRANK W. Norris, President. 
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First WISCONSIN INVESTMENT Corp, 
Milwaukee, Wis., March 2, 1960. 
Hon. JOHN SPARKMAN, 
Chairman, Committee on Small Buisness, 
U.S. Senate, Washington, D.C. 

Dear SENATOR SPARKMAN: In response to your request of February 1, 1960, 
First Wisconsin Investment Corp. (FWIC) is pleased to furnish the following 
statement regarding our experience as a proponent and licensee under the 
Small Business Investment Act of 1958 (the act). For convenience we will 
direct this statement to the points you asked us to cover in the order contained 
in your letter. 

{1) Experience in obtaining license 

It took FWIC 5 months to obtain its license. The proposal was executed 
under date of February 11, 1959, and was forwarded to the Small Business 
Administration (the SBA), on that date. After conferences with counsel for 
SBA we made certain changes in the proposal as required by SBA. FWIC 
received the customary notice to proceed from SBA on April 9, 1959. Since 
FWIC is a subsidiary of First Wisconsin Bankshares Corp., a bank holding com- 
pany, we were required to register under the Investment Company Act of 1940 
before we could receive the SBA license and our notification of registration 
was filed with the Securities Exchange Commission (the SEC) on June 3, 1959. 
A registration statement was filed with SEC on June 10, 1959, and the SEC 
gave us the required no action letter under date of July 7, 1959. Following 
this, FWIC filed its license application with the SBA on June 18, 1959, and the 
license was received on July 14, 1959. 

The only notable obstacle which FWIC encountered in connection with ob- 
taining its license under the act was connected with the necessity of registering 
under the Investment Company Act. However, rule 3—C-—2 promulgated by the 
SEC now eliminates the necessity for such registration and in view of this 
FWIC has requested SEC to terminate its registration. 

(2) Experience since being licensed 

Since obtaining our license we have made two loans under authority of 
section 305 of the act. The first was in the amount of $60,000 to a small 
machine shop operation, is amortized over a period of 10 years with interest 
at the rate of 6 percent and is secured by guarantees of the principals. The 
second loan was in the amount of $40,000 to a building supply business, is 
amortized over a period of 10 years with interest at the rate of 534. percent per 
annum and is secured by a first mortgage on real estate. The documents in 
both transactions contained the covenants customarily utilized in corporate in- 
dentures and both of these loans were made in conjunction with lines of credit 
established by First Wisconsin National Bank of Milwaukee, one of our affiliated 
banks. No service fees, discounts, or other charges were imposed against 
either of these concerns as a condition to FWIC granting them such loans nor 
did FWIC require them to bear the costs of documentation. 

FWIC has also received many applications and inquiries from other prospec- 
tive borrowers, most of which have proved upon examination to be so sub- 
standard as not to comply with the requirement of section 305(e) of the act, 
which requires that there must be reasonable assurance of repayment. 


(3) Suggested changes in the act 

FWIC is very much in favor of the changes in the act which would be ac- 
complished by the pending bill, S. 2611, particularly the following: 

1. Permitting a small business investment company (SBIC) to furnish equity 
capital in any form deemed appropriate, subject to SBA approval, rather than 
only in the form of convertible debentures. 

2. Eliminating the requirement of section 304(d) of the act, at least in the 
case of SBIC’s which have obtained no SBA funds, that a small business con- 
cern receiving financial accommodations from such SBIC purchase shares of its 
stock. 

3. Permitting a bank which is a subsidiary of a bank holding company fo 
make direct investments in SBIC’s. 

We also believe that SBIC’s should be permitted to establish tax deductible 
loss reserves substantially equivalent to those presently permitted savings and 
loan associations and believe that it should be made clear that an SBIC may 
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eollaterize any funds advanced to small business concerns rather than restrict- 
ing such authority to section 305 loans. 

Since we have not now and do not in the future propose to obtain any funds 
from the SBA, we have no opinions on the matter of changes in the provisions 
of section 303 of the act nor do we have any interest in being permitted to 
participate in regular SBA loans under section 7 of the SBA Act. 

(4) Public offering 

We have not made and do not propose to make any public offering of our 
own securities. We are a wholly owned subsidiary of First Wisconsin Bank- 
shares Corp., a publicly held corporation. 

We appreciate receiving the opportunity of presenting this statement to your 
committee and wish to assure you that we will be willing to supply such supple- 
mental or additional information as you may require. 

Very truly yours, 
ALLEN M. TaytLor, Secretary. 


GREAT LAKES SMALL BUSINESS INVESTMENT CorpP., 
Tipton, Ind., February 18, 1960. 
Hon. JOHN SPARKMAN, 
Chairman, Select Committee on Small Business, 
U.S. Senate, Washington, D.C. 


DEAR SENATOR SPARKMAN: In reference to your letter of February 1, 1960, 
Iam pleased to forward your committee the information you requested for your 
hearings. 

I shall cover your points in sequence as outlined in your letter. 

1. The time consumed in processing our proposal was longer than we had 
anticipated, but we feel that it was to the best interest of the SBA and our 
company and of the general business community to have a complete and well- 
oriented program before the start of business. 

2. From the date of our licensing we have received approximately 100 appli- 
eations for funds. To date we have made investments in seven companies, 
five bottle-gas retailers, one long-haul trucking firm, and one furniture retailer. 
Most of the investments are 10-year loans or 10-year debentures. 

3. (a) I feel that a statutory tax-deductible loss reserve similar to that now 
granted savings and loan associations would be helpful. 

(b) In our particular case, participation by our company in regular SBA 
loans under section 7 of the SBA act would not be helpful to ourselves or the 
borrowing company due to the tax structure of the State of Indiana. It would 
be helpful to us and the prospective borrowers if the SBA would make direct 
loans of a certain percentage of the needs of a small business contingent upon 
our making a loan for the balance. 

This would give the small business a lower effective rate of interest and would 
allow us to make loans that might otherwise be impossible for us to make. 

(c) I believe it would be very helpful for an SBIC to be able to make a direct 
equity investment in a small business, thus giving the small business a better debt 
to equity ratio and allowing them to retain funds that would ordinarily be neces- 
sary for them to pay as interest expense during growth period. 

(d) I believe it would be helpful for an SBIC to be able to collateralize con- 
vertible debentures in that this will encourage more private funds to augment 
the small business investment program. 

(e) I feel that an extension of the statutory ratio of Government loans under 
section 303(b) from 50 percent of net worth to 100 percent or more would be 
extremely helpful not only from the fact that the funds themselves could be 
utilized to the benefit of the program but also in that it would greatly enhance 
the possibility of obtaining borrowed money from private sources. The avail- 
ability of Government funds, even though not necessarily utilized, might make 
the use of call money from private sources practical. 

(f) I feel that it would help the purpose of the act to have all 303 loans un- 
secured as this would leave security available for loans from private sources. 
Because of the close control and detailed knowledge that the SBA has concerning 
the operation of SBIC’s, I feel that they need no additional security. 

(g) I feel that the opportunity to grant restricted stock options to key per- 
sonnel would have a tendency to attract higher caliber personnel to the field. 

4. We have not nor are we contemplating making a public issue of our 
securities. 
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I hope that the foregoing will be of some assistance to you and your com- 
mittee. If we can be of any further assistance, please feel free to call. 
I wish to thank you for the opportunity to express our opinions on these vital 
issues, 
Respectfully yours, 
Max H. Suite, President. 


TuHorpP FINANCE CorpP., 
Thorp, Wis., February 17, 1960. 
Hon. JOHN SPARKMAN, 
Select Committee on Small Business, 
U.S. Senate, Washington, D.C. 

DEAR SENATOR SPARKMAN : We have recently received two communications from 
you indicating that we were to be invited to testify at 3 days of public hearings 
on the small business investment company program. 

It will be impossible for any of our officers to be in Washington on the dates 
specified for the purpose of testifying at these hearings. 

I have been asked by the board, however, to write you setting forth the ex- 
perience we have had with our subsidiary, the Thorp Small Business Investment 
Corp. 

I will answer your questions in the same order in which they appear in your 
letter of January 28. 

1. We made application for a license to the Small Business Administration in 
early November 1958, and our license was granted June 24, 1959. Why it took the 
SBA something over 7 months to issue this license, we do not know. 

After we received the license, it was several months before we were informed 
as to the technical features of operating our SBIC. As a matter of fact, we 
feel that even today there are a number of points that need clarification by 
the SBA. 

2. At the time that we were issued our license the newspapers picked up the 
fact that we had been granted license No. 1 in our district, and a good many 
news stories appeared regarding the fact. We were literally swamped with appli- 
cations immediately thereafter. While we never physically counted the number 
of people who wrote us asking for loans, we estimate that we received from 250 
to 300 letters. At the time that all these inquiries were received, we had no idea 
of how we would be permitted to operate this company and, therefore, could give 
these people very little in the way of definite answers to their inquiries. 

When we did find out what we were permitted to do and the framework in 
which the SBA expected us to operate, we went through these applications care- 
fully, and wrote again to each of the applicants whose application seemed to have 
any merit at all indicating that we were now in business, and ready to make an 
effort to make loans to them. 

Strangely enough, very few of the people who originally inquired answered 
our second letter. To begin with, as the letters had come in, we had written 
each of them telling them we had no idea what procedures would have to be 
followed, and so forth, and told them that as soon as we received instructions 
from the SBA, we would contact them again. Our second letters, indicating 
that we were now in business, produced very little in the way of results. About 
1 in 10 of our original applicants indicated that he still wanted the money, and 
out of these, we were able to make six loans. Of the six loans, five are con- 
ventional chattel mortgage and real estate mortgage loans, and one is a con- 
vertible debenture. We contemplate making two more conventional real estate 
and chattel mortgage loans within the next 10 days, and when they are com- 
pleted, our outstandings will be approximately $175,000. 

Of the conventional mortgage loans, three were made to retail dealers, one 
to a cheese manufacturer and processor, one to a distributor of feed for farm 
animals, and the debenture loan was made to a small local manufacturer here in 
Thorp, Wis. 

The conventional loans were all made on 5-year terms, and the debenture loan 
was made for a period of 20 years. 

3. We contemplate no public issue of our securities, since the Thorp Small 
Business Investment Corp., is a wholly owned subsidiary of Thorp Finance Corp. 

4. (a) We certainly believe that a statutory tax deductible loss reserve similar 
to that now granted savings and loan associations would be in order. The 
loans that we have made in our SBIC have been made using practically the same 
credit standards that we use in our general financing operation. In the light 
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of the present rules under which the SBIC must be operated, we feel that taking 
a “flyer” is not for our SBIC, and are operating it conservatively. With a more 
generous loss reserve arrangement, we feel that we might be more liberal in 
some of these extensions of credit. 

(b) Participation in SBA loans under section 7 of the SBA Act does not 
interest us. The SBA’s method of handling its loan applications is so cumber- 
some and so completely alien to procedures used by privately operated lending 
agencies, that we simply would not be interested in participating with the SBA. 

(c) Permission should be granted to SBIC’s to make any form of equity invest- 
ment in small businesses. 

(d) This, I think, covers the most undesirable feature of making loans on 
convertible debentures. In most cases, our applications have come from busi- 
nesses to which we felt that we simply could not make unsecured loans, and then 
participate as a general creditor in the event of bankruptcy. It is for this 
reason that the bulk of our loans have been made on a conventional mortgage 
basis. If there were some way that we could collateralize convertible deben- 
tures, we feel that we could offer small businesses equity capital on a much more 
liberal basis than we can now. 

Collateralizing a convertible debenture would place the SBIC in a position 
where it could recover at least a substantial part of its investment in the event 
of bankruptcy. As the administrative ruling now stands, the SBIC stands to 
lose practically all of any loan it makes in the event of bankruptcy. 

(e) We see no reason for alteration of the present statutory ratio of Govern- 
ment loans from 50 percent of net worth to 100 percent or more. We feel that 
an SBIC would have no trouble raising funds with which to operate if it were 
permitted to make loans on a reasonable basis. By reasonable, I mean col- 
lateralizing convertible debentures, 

(f) Section 803 loans should not be secured with specific collateral. 

(g) Permission should be granted to offer restricted stock options to key per- 
sonnel. 

(th) During the past several months, we have been offered participations by 
various other SBIC’s at various places in the United States in loans that they 
were attempting to put together. In several of these, we have expressed an 
interest, and have asked that they furnish us other information, but none of 
them have furnished any information other than to simply inquire as to whether 
we would be interested in a participation. I can only assume that these loans 
were never closed, since the number of SBIC’s in the country is small enough so 
that a good share of them would have had to participate in a couple of them in 
order to get the funds required by the borrower. 

Our directors feel that our own SBIC is pretty much a waste of time and 
effort. There is very little we can do with it that we cannot do with the parent 
company, and the SBA, like so many other governmental agencies, seems deter- 
mined to bog the program down with all sorts of rules and regulations. 

A few days ago, I had occasion to talk to a reporter for the Milwaukee Journal 
who had discussed the SBIC program with the executives of all of the SBIC’s 
operating in the State. I was sincerely surprised when he told me that we were 
the only company in the State which had made more than one loan since its 
license was granted. It seems, therefore, that the other companies in the State 
are even less active than we are. 

Possibly some new field which we have failed to explore, but in which the 
SBIC will be of assistance, will turn up. On the basis of our experience to date, 
I doubt it, but will keep looking. 

The officers of the parent company, Thorp Finance Corp., have always prided 
themselves on being aggressive in the field of general finance, and the record 
of the company indicates that they have been at least moderately successful. 
As long as we can do no more with the SBIC than we can with the parent 
company, we are constantly asking ourselves why we bother with the SBIC. 

If the SBIC could be loosened up so that we could collateralize convertible 
debentures, I am sure we would make a more concentrated effort to fulfill the 
purpose for which the company was organized. 

Please accept the regrets of the officers of Thorp Finance Corp. for their 
inability to be present at the hearings. It is hoped that this letter will take 
the place of any testimony we might have offered. 

Cordially, 
JEAN C, BROEREN, Secretary, 
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WISCONSIN CAPITAL Corp., 
Milwaukee, Wis., March 4, 1960. 
Senator JoHN SPARKMAN, 
Select Committee on Small Business, 
Washington, D.C. 

Sir: Pursuant to your inquiry of February 1 concerning Wisconsin Capital 
Corp.’s experiences aS a small business investment company licensee I would 
like to submit the following information. 

1. We were very satisfied with the expediency in which the Small Business 
Administration acted upon our proposal and application for license. Our pro- 
posal was submitted to the Chicago office of the Small Business Administration 
on June 2, 1959, and our notice to proceed was returned on September 8, 1959. 
The license application was submitted December 7, 1959, and approved January 
6. We encountered no significant obstacles and we felt that we received very 
excellent service from the Small Business Administration. 

2. Wisconsin Capital Corp. has not consummated any financing agreements: 
We have received a number of inquiries and at present are studying six or seven 
of these inquiries seriously and negotiating with five companies for possible 
loans. We are finding many small businesses in short money supply—many in 
critical financial difficulty. We also have observed that a number of the com- 
panies that have applied to us for a loan should have financial counseling. 
The companies we are actively negotiating with break down into the following 
categories : 

A plastics company, $30,000 convertible debenture; a feed mill company, 
$50,000, convertible debenture; a machine tool company, $10,000, straight loan 
(collateralized) ; a household cleaners company, $60,000, convertible debenture; 
a plastics company, $20,000, convertible debenture; a metal stamping company, 
$50,000, convertible debenture. 

We have found that in most cases the conversion feature is probably the most 
important single element and we feel quite strongly that a more flexible method 
of financing be made available to small business investment companies than just 
the use of convertible debentures. The use of warrants, options, collateralized 
bonds, income bonds, etc., should be made available so that each small business 
financing may be fashioned with the appropriate instrument. 

3. (@) Statutory tax deductible reserve would be beneficial to small business 
investment companies. Losses incurred in risk-type financing—particularly 
under a new program—could be quite high and proper accounting procedure 
would suggest a loss reserve. 

(6b) Small business investment companies should be able to participate in 
regular Small Business Administration loans. We can point to a specific exam- 
ple of a company borrowing from the Small Business Administration whose 
terms are so stringent that it reduces the attractiveness of our loans. If, how- 
ever, we could participate with the Small Business Administration, the company 
could go ahead with their financing plans. 

(c) More flexibility in the methods of financing granted to small business in- 
vestment companies is very necessary. This feature is probably the most im- 
portant single change in the act that is being contemplated. 

(ad) The opportunity to collateralize convertible debentures is also necessary 
in that in so many instances it is apparent that the small business contains risks 
that are too great if the bond cannot be collateralized. 

(e) It would be beneficial to small business investment companies to be able 
to borrow more money from the Government particularly in times when money 
is as tight as it is now. We anticipate some difficulty in expanding our opera- 
tions unless we are able to obtain money at reasonable rates for investment 
purposes. 

(f) Securing section 303 loans with sepcific collateral would be detrimental 
and would tend to inhibit the flow of investment capital from the Government 
and into small business. 

(g) Small business investment companies should have the opportunity to use 
stock options as supplemental compensation to key personnel. The opportu- 
nity to generate enough income in a small business investment company for the 
first couple of years is not enough to support the qualified personnel required 
to make the small business investment company a success. The use of stock 
options is the only way to supplement the lack of cash available for reimbursing 
key personnel for their time. 








a @ S &. 


an Pr Ph 


he oo ae Oh 


> 








SMALL BUSINESS INVESTMENT ACT—1960 373 


4. We are not actively contemplating a public issue of our securities at the 
present time. 

In summary, I would like to reiterate that Wisconsin Capital Corp. feels that 
more flexibility is necessary to accomplish its purpose and that the fewer re- 
strictions imposed by the Government upon the small business investment com- 
pany’s program, the more inducement for businessmen to actively and aggres- 
sively make the program a success. 

I hope that this letter may be of benefit to you and we will be looking for- 
ward to learning the results of your hearings. 

Sincerely, 
C. PAUL JOHNSON, President. 


WISCONSIN CAPITAL CorP. 
A small business investment company 
MILWAUKEE, WIS. 


Provides small business with long-term capital for growth, expansion, moderni- 
gation, and working capital. 


Problem 

Until recently small business has never had the opportunity to alleviate its 
long-term capital financing problems effectively. Without long-term financing, 
of course, growth for a small concern can be hazardous. 

Many companies are in that “awkward” stage of growth—too big to depend 
entirely in short-term bank financing and too small for expensive public financing. 


Opportunity 

The U.S. Congress, recognizing the vital importance of small business to the 
American economy, and realizing the limited availability of long-term capital to 
smaller firms, passed the Small Business Investment Company Act of 1958 
authorizing the establishment of a new kind of investment banking institution— 
the small business investment company. 

The small business investment company program is designed to stimulate and 
supplement the flow of private equity capital and long-term loans into sound 
small businesses and to augment the financing with qualified financial and man- 
agement consulting services. 

Wisconsin Capital Corp. has been organized to function under the Small Busi- 
ness Investment Company Act. It is licensed by the Small Business Administra- 
tion and operates under SBA regulations, but is a Wisconsin corporation backed 
by private capital and run by independent businessmen. 

Eligibility 

Small businesses are those— 

Which are independently owned and operated and are not dominant in 
their field. 

Whose stock is not traded on an exchange or over the counter. 

Whose net assets do not exceed $5 million. 

Whose total income after taxes has not averaged over $150,000 per annum 
during the last 3 years. 


Types of available capital 


Convertible debentures—of 5- to 20-year duration and negotiable as to rate of 
interest and terms. The main consideration of this type of loan is the growth 
potential of the borrower. 

Long-term loans of 5 to 20 years—also negotiable as to the rate of interest, 
terms, and necessary collateral. 


Area of operations 


Wisconsin Capital Corp. is authorized to operate throughout the State of 
Wisconsin. 


Consulting 


One of the unique features of the small business investment company is its 
ability to bring together local capital and management talent. 
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Wisconsin Capital Corp. has been formed by a group of successful businessmen 
of proven management talent and specialized training representing a number 
of different business fields who will be able to pool their experience and abilities 
to their clients’ benefit. 

Clients of Wisconsin Capital Corp. will have comprehensive management and 
financial counseling services available from their own lender—a vitally interested 
party—for assistance in the most efficient utilization of their capital. 


OFFICERS, DIRECTORS, AND PRINCIPAL STOCKHOLDERS 


C. Paul Johnson, president, treasurer, and director (formerly with Robert 
W. Baird Investment Co., Milwaukee). 

Paul D. Gayman, chairman of the board (vice president, western district and 
Canadian sales manager, Johnson Service Co., Milwaukee). 

Richard Van Deuren, vice president, secretary, and director (associate, 
Kaunheimer, Alt & Likert, attorneys, Milwaukee). 

John Van Dyke, director (secretary-treasurer and director, Pate Oil Co., 
Milwaukee, director, Northwestern National Life Insurance Co., president and 
director, Mineral Mining Co., vice president and director, Toepfer & Co.). 

John H. Colby, director (vice president and general sales manager, Johnson 
Service Co., Milwaukee). 

Paul H. Duback, director (partner, Churchill, Duback & Churchill, attorneys, 
Milwaukee). 

John Oster, Jr., director (president, John Oster Manufacturing Co., Mil- 
waukee ). 

Norman A. Stocker, director (manufacturers representative, Industrial Sales, 
Milwaukee). 

Robert S. Wagner, director (president, E. R. Wagner Manufacturing Co., 
Milwaukee). 

E. Robert Arnold (president, Arnold Co., Milwaukee). 

Dr. Stephen E. Freeman (president, Freeman Chemical Corp., Port Wash- 
ington, Wis.). 

George A. Goetz (vice president, the Goetz-Haessler Agency, Inc., Milwaukee). 

Arthur J. Laskin (manager, analytical department Robert W. Baird & 
Co.). 
Edwin Mathews (Milwaukee Braves). 

Ewing D. Nunn (president, Northern Signal Co., Saukville, Wis.). 

William L. Randall (partner, Zimmers, Randall & Zimmers, attorneys, Mil- 
waukee). 

Gordon B. Reese. (sales, Simplicity Manufacturing Co., Port Washington, 
Wis.). 

Chester R. Roberts (tax accountant, Arthur Young & Co., Milwaukee). 

Thomas A. Rogers (president, Edwards Motor Co., Milwaukee). 

William W. Verhulst (president, E. Wiener Co., Milwaukee). 

Eldon J. Wicklund (registered representative, Smith, Barney & Co., Mil- 


waukee). 
Jack C. Windsor (manager, Connecticut General Life Insurance Co., Mil- 


waukee). 





REGION VIII 


FIDELITY SMALL BUSINESS INVESTMENT Co., 
Minneapolis, Minn., February 12, 1960. 


Hon. JOHN SPARKMAN, 
Chairman of Select Committee on Small Business, 
U.S. Senate, Washington, D.C. 

DeaR SENATOR SPARKMAN: Your letter of February 1, 1960, addressed to 
Fidelity Small Business Investment Co. has been referred to me as its secretary 
and general counsel. 

Fidelity Small Business Investment Co. has, since the date of its incorpora- 
tion, made the following loans on a convertible debenture: 











ly 


to 


‘a- 


SMALL BUSINESS INVESTMENT ACT—1960 375 


1. Loan to a company engaged in the construction of farm buildings. 

2. Loan to a boat manufacturer. 

8. Loan to a company in the publishing field. 

In addition, a loan has been made to a real estate holding company for the 
purpose of constructing a factory building for a small manufacturer. This 
manufacturer was unable to find financing for the building from other sources. 
It is anticipated that once the building is completed, mortgage money will be 
available and the small business investment company loan will be repaid. 

The following loans are near completion : 

1. Loan to sand and gravel manufacturer. 

2, Loan to corporation erecting an apartment building. 

3. Loan to corporation constructing a trailer court. 

Each of the last mentioned loans will be all or in part on convertible debenture 
basis. 

This corporation is strongly in favor of a statutory tax deductible loss reserve 
similar to that now granted to savings and loan associations. 

The entire capital of this corporation has been contributed from private sources 
in order to finance small business pursuant to the terms of the act. Inasmuch 
as the entire purpose of the act is to provide assistance for such small business 
organizations, it is suggested that the small business investment companies 
be granted tax relief on that portion of their income contributed from private 
sources. For instance, if one-half of the capita is contributed by private sources 
and one-half by SBA, one-half of the income should be exempt from taxation. 

A provision should be set up for participation by SBA in these loans. A num- 
ber of applicants has discussed with Fidelity Small Business Investment Co. 
the possibility of loans far in excess of the lending capacity of the small busi- 
ness investment company. If a means was established whereby the small business 
investment company and SBA could jointly participate in loans, the value of the 
investment program established by the Small Business Investment Act would 
be greatly enhanced. 

Fidelity Small Business Investment Co. has a paid-in capital of slightly in 
excess of $500,000. The loans which have been made and the loans in process 
will use all of its capital. A provision should be made whereby a small business 
investment company can borrow from SBA up to 50 percent of its investment 
capital without the deposit of any collateral and in addition, be permitted to 
borrow from SBA an unlimited amount provided that the convertible debentures 
issued by various small businesses to the small business investment company are 
pledged as security for this portion of the loan. The loan from SBA under this 
situation should not exceed 80 percent of the face value of the debentures. A 
provision such as this would broaden the scope of lending activity and provide 
the small business investment company with additional tools for more and 
better financing. 

Small business investment companies should specifically be authorized to 
collateralize convertible debentures. 

Fidelity Small Business Investment Co. has given no consideration to the 
granting of restricted stock options. However, it might in the future be 
advantageous if the company had this right. 

The possibility of a public issue of stock has not been discussed by the board of 
directors of this corporation. As has been stated, the capital of the corporation 
will soon be fully loaned. Unless the present law is liberalized with respect to 
borrowing from SBA, the corporation will be forced to either temporarily retire 
from lending or seek additional capital from the public in order to fulfill the 
needs of small business companies. 

The prohibition against investment of idle funds in anything except Govern- 
ment securities seems ridiculous when applied to a company where all of the 
capital is contributed from private sources. It would seem much more equitable 
to permit such idle capital to be invested in a wide range of short-term, self- 
liquidating investments. 

If there is any additional information that might be helpful, please let me know. 

Very truly yours, 
CHARLES E. CARLSEN, 
Secretary and General Counsel, 
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First BANCSTOCK SMALL BUSINESS INVESTMENT Co., 
Minneapolis, Minn., February 11, 1960. 
Hon. JOHN SPARKMAN, 
Select Committee on Small Business, 
U.S. Senate, Washington, D.C. 


Dear SENATOR: We are pleased to respond to your letter of February 1 asking 
for our comments on the operation of the Small Business Investment Act. We 
consider this a very worthwhile operation and will continue to try to make our 
company an asset to this area. 

1. This point in your letter is answered by our reporting to you that our pro- 
posal was submitted on January 19, 1959, but we did not receive our license until 
November 3, 1959. During the period between those dates we were in constant 
communication with SBA but at no time were we requested to change our pro- 
posal, which was finally accepted in its original form. The long delay between 
the granting of our license and the publicity regarding the adoption of the act 
caused us to lose much of the benefit of the earlier publicity. In organizing, we 
were given excellent cooperation by the Minneapolis regional office and the delay 
seemed to be chargeable to the Washington office. 

2. We have now purchased 5-year convertible debentures in the amount of 
$30,000 on a new company which is producing terrazzo tile to compete with the 
old-style terrazzo floor which is poured on the site. In ariving at the price at 
which we may convert to stock, we gave consideration to the potential earnings 
of the company. 

3. We believe the tax-deductible loss reserve should be permitted. 

We do not believe that participation by SBIC’s in regular SBA loans would 
be desirable as it tends to involve the use of more Federal funds, whereas I be- 
lieve we all agree that insofar as possible the SBIC should be a private enter- 
prise under Government license. 

The restriction to convertible debentures should be removed as it does not fit 
in with some situations. 

Permission to take collateral on convertible debentures would defeat one of 
the purposes of the act as we see it. It would result in deterioration of the bor- 
rower’s bank and trade credit if all of his tangible assets were pledged to secure 
debentures. We believe the assets should be left unpledged in order that bor- 
rower may obtain bank and trade credit when consented to by the SBIC. 

Again we assert our belief that increasing the ratio of Government loans to 
SBIC’s would be unwise because it could result in less use of private funds. 

You have asked our opinion on whether section 303 loans should be secured 
with specific collateral. Presumably the only collateral available would be de 
bentures taken from borrowers and Government securities in which the SBIC’s 
excess funds are invested. It would be extremely burdensome to have either 
type of collateral out of the investment company’s hands as both are to receive 
interest at regular intervals and should be available for endorsement in the case 
of debentures. Payments of either interest or principal would have to be re- 
ported to SBA and we do not believe that with the projected examination of 
each SBIC by a certified public accountant of their selection that the need for 
collateral is substantial. Also, the officers and directors of each SBIC have 
been carefully screened and are said to be men of high integrity. We believe 
that restricted stock options to key personnel would help to build management 
morale and with proper limitations, it would not weaken the position of the 
SBIC. 

Elimination of the requirement that borrowers purchase stock in the SBIC 
would simplify transactions. As it now stands, this requirement serves no use- 
ful purpose as we understand that most of the SBIC’s plan to repurchase their 
stock at the expiration of 30 days. 

4. It will be our policy to refrain from the public issue of our own securities 
both now and in the future. When and if the investment company can use more 
capital, our present stockholders stand ready to supply it. 

Yours very truly, 
FRANK H. DeLAney, President. 
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REGION IX 


CoMTruSCo INVESTMENT Co., 
Kansas City, Mo., February 18, 1960. 
Hon. JOHN SPARKMAN, 
Chairman, Select Committee on Small Business, 
U.S. Senate, Washington, D.C. 


DEAR SENATOR SPARKMAN: In reply to your letter of February 1, 1960, our 
comments on the specific questions asked are as follows: 

1. It took approximately 6 months to obtain license but it could have been 
accomplished in less time. The organizing personnel were also functioning as 
full-time officers of a commercial bank and having a two-State area of operation 
required a three-way approval in which waiting for replies to correspondence 
with the various regulatory authorities (two secretaries of state, SBA, and SEC) 
involved some delay. 

No significant or unusual obstacles were encountered and I feel that our per- 
gonally presenting in Washington a preliminary proposal to the Small Business 
Administration and the Securities and Exchange Commission for suggestions 
and criticism undoubtedly saved us considerable time, correspondence, and effort 
as the formal proposal and application as subsequently filed with the local SBA 
office were accepted both in Kansas City and in Washington with a nominal 
amount of revision. 

2. Our experience since obtaining our license on October 15 has been that in 
the first 6 weeks to 2 months following our initial press release, during which 
time we did no other advertising, we received a number of applications. All 
types of businesses were involved with relatively few fitting what we feel the 
SBIC’s were set up for—a good going small business that needs additional capital 
to help it grow more. Since October 15, we have received approximately 130 
applications and following are the completed or advanced stage transactions: 

(a) One $5,000, 5-year convertible debenture has been purchased which is 
payable in equal annual installments, convertible into a 25-percent interest in a 
commercial boat dock which rents boats and motors, sells bait, gasoline, etc., on 
land leased via a municipality from the Government on a lake about 200 miles 
south of Kansas City. 

The terms of the indenture are pretty much what would be included in a 
larger Standard bank term-loan agreement even though this is to be a small 
business which is just now in the process of constructing the floating dock 
which will be used for its own boats as well as for rental storage space. The 
indenture agreement covers amounts which can be expended on fixed assets, 
disposal of fixed assets, management remuneration, payment of dividends, and 
provides for default in the event of nonpayment of principal or interest or per- 
forming an act of bankruptcy. 

(b) A loan which should be closed any day now in the amount of $20,000 is a 
5-year chattel mortgage loan on some new equipment of a pharmaceutical manu- 
facturer. This is a straight monthly payment chattel mortgage loan of 90 per- 
cent of the purchase price of the equipment and there will not be a detailed loan 
agreement. 

(c) A $30,000, 5-year debenture, which would provide for conversion into a 
13-percent interest in a ladies’ ready-to-wear chain, is being negotiated, but 
whether or not it will be completed, cannot be foretold at this time. Proceeds 
are to go into remodeling old stores and opening new ones. If this transaction 
is approved by the borrower, it will contain essentially the same basic require- 
ments as the previously mentioned debenture and indenture. 

(d) A $10,000, 10-year debenture, convertible into a 20-percent interest in a 
bowling alley in a town with a population of approximately 2,500 about 35 miles 
from Kansas City. Our proposal with “standard” covenants is being presented 
by the president to the other principals who are also Kansas City residents. 

This is obviously a rather limited number of completed ComTrusCo transac- 
tions since obtaining our license, but there have also been other loans which 
were approved for the Commerce Trust Co., a commercial bank, which is the 
parent company of ComTrus Co Investment Co. 

These include $5,000, 5-year loan to purchase a beauty shop (chattel mortgage 
on equipment and second mortgage on residence) ; $25,000, 10-year real-estate 
loan to heavy construction equipment distributor on $40,000 branch building; 
$5,000, 5-year loan to the operator of a summer day camp for the rehabilitation 
of tennis courts, swimming pool, etc.; $3,000, 6-month loan to swimming pool 
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contractor for winter months working capital plus several other shorter term 
have been in the bank instead of the investment company. 

It was felt that the funds of ComTrusCo should generally be held available 
for convertible debenture transactions with regular real estate and chattel mort- 
gage financing handled by the commercial bank. 

We recently wrote to a number of accountants and attorneys and feel the 
quality of our applications has improved considerably and that these may wel] 
be our best sources of business. 

3. (a) As the SBIC’s are involved with long-term risk capital a statutory 
tax-deductible loss reserve might actually be a necessity as well as a beneficial 
financial incentive adjustment and would certainly be of considerable assistance. 

(b) The SBIC’s were conceived with the idea in mind of providing financig] 
assistance to small business and if the situation should arise the SBIC’s should 
be able to participate in regular SBA loans. Presumably this does not mean 
that the SBA could purchase convertible debentures. 

(c) The limitation of equity investments in small business to convertible 
debentures seems unduly restrictive, particularly since the debentures can be 
converted 30 days after issuance, if so desired. It should add to the flexibility 
of the SBIC’s if other forms of equity investment were available. 

(d) The very nature and basic cause for development of the SBIC’s is to 
furnish risk capital and long-term loans and applications received have definitely 
been situations that often would be more tenable if they could be collateralized, 
In regular financing, debentures can be collateralized and SBIC’s should algo 
be able to set their credits up on a secured basis if they so desire. 

(e) The net worth of ComTrusCo was wholly paid in from private capital, 
and while it is appreciated that other investors may be able to advantageously 
utilize the assistance of the Government in organizing and financing their SBIC’s, 
the increase in ratio of Government loans to net worth from 50 to 100 percent 
or more seems rather liberal, and from the success that some SBIC’s have had 
in publicly selling their stock, seems unnecessary. 

(f) As “public” funds are in these situations loaned to a private investment 
company, the loans should be secured. 

(g) Stock options to key personnel can be a very good incentive to more pro- 
gressive and profitable management, and as it is an internal problem with each 
individual company, I see no reason why permission should not be granted to 
so provide for such options particularly since the SBA does have the right to 
audit the individual companies, and otherwise supervise their activities. 

(kh) The SBA-SEC have complicated and are in places duplicating their 
efforts. It would certainly simplify the operation if there were less concern 
on the part of SBIC’s in putting a borrower under the rules and regulations of 
the SEC where debentures are converted into stock which could change the status 
of the borrowing concern. 

Where the capital of a SBIC is fully paid in by private investors, it does not 
seem reasonable that the SBIC should be required to dilute the ownership by 
issuing under section 107.304(h) stock to the companies from which convertible 
debentures are purchased. 

Convertible debenture financing is only available to corporate borrowers and 
as there are so many small businesses that are proprietorships or partnerships, 
the SBIC should have an equity option without having to require that each busi- 
ness be incorporated. 

4. A public offering has not been made of our securities, and we do not con- 
template that we will do so at any time. Our stock is wholly owned by the 
Commerce Trust Co., a commercial bank, and ComTrusCo Investment Co. was 
organized as a supplement to our regular banking services, rather than as an 
independent enterprise whose existence depends on a return on risk capital 
ventures. 

If there are any questions or comments on any phase of this letter we would 
certainly be pleased to try to clarify or comment further if you so desire. 

Yours very truly, 
JAMES H. Linn, Vice President and Treasurer. 
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REGION X 


DaLLtas SMALL BUSINESS INVESTMENT Co., INC., 
Dallas, Tex., February 11, 1960. 
Senator JOHN SPARKMAN, . 
Chairman, Select Committee on Small Business, 
U.S. Senate, Washington, D.C. 

DeaR SENATOR SPARKMAN: This will acknowledge receipt of your letter of 
February 1. 

We filed our application for license on September 24, 1959, and received our 
notice to proceed on October 30, 1959, and our license was granted December 4, 
1959. We encountered no obstacles in obtaining the license and in the writer’s 
opinion, we received unusual speed from a government agency in the granting 
of this license. 

Since being licensed we have actually closed eight loans aggregating $204,300 
in principal amount. These loans range in amount from $2,500 to $60,000 and 
bear interest at rates ranging from 6 to 10 percent per annum. In addition, 
we will receive service fees for services rendered to some of the borrowers. A 
brief resume of each loan is as follows: 

1. Loan to a custom tailoring business in the amount of $2,500, at an interest 
rate of 6 percent per annum. Repayment terms, quarterly installments of $125 
each, plus interest. Security, chattel mortgage. Estimated value of collateral 
$5,000. 

2. Loan to a real estate developer in the amount of $5,000, at an interest rate 
of 10 percent per annum. Repayment terms, $1,000 per year, plus interest. 
Security, first mortgage. Estimated value of collateral $9,500. 

8. Loan to an attorney-real estate developer in the amount of $12,300, at an 
interest rate of 10 percent per annum. Repayment terms, $261.33 per month 
including interest. Security, second mortgage. Estimated value of collateral 
$20,000. 

4. Loan to a real estate developer in the amount of $60,000, at an interest rate 
of 10 percent per annum. Repayment terms, three annual installments, the first 
two being in the sum of $6,000 each, plus interest, with the third installment 
being in the sum of $48,000 plus interest. The first installment being due January 
6, 1963, the second January 6, 1964, and the third January 6, 1965 (no principal 
payments for 2 years). Security, 20 second mortgages aggregating $60,000. 
Estimated value of collateral $92,000. Net worth of borrower in excess of 
$1 million. 

5. Loan to a real estate developer in the amount of $50,000, at an interest rate 
of 10 percent per annum. Repayment terms, 12 installments; the first install- 
ment for $10,000 due and payable 1 year from date; the second installment for 
$5,000 due and payable 2 years from date; the third installment for $2,000 due and 
payable 27 months from date, and the remaining 11 installments for $3,000 each, 
payable quarterannually as they accrue; interest payable monthly. Security, 
second mortage. Value of collateral $200,000. Borrowers statement shows net 
worth in excess of $1 million. 

6. Loan to a real estate development company in the amount of $40,000, at 
an interest rate of 10 percent per annum, repayable in five annual installments 
of $8,000 each plus interest. Security, first mortgages. Estimated value of 
collateral $60,000. Loan also personally guaranteed by president of corporation, 
having a net worth in excess of $250,000. 

7. Loan to a real estate developer in the amount of $31,500, at an interest rate 
of 10 percent per annum. Repayment terms, five annual installments of $6,300 
each, plus interest. Security, third mortgage on office building. Estimated value 
of collateral $200,000. Net worth of borrower in excess of $1 million. 

8. Loan to a liquor dealer in the amount of $3,000, at an interest rate of 10 
percent per annum. Repayment terms, payable in 60 consecutive monthly in- 
stallments of $50 each, plus interest. Security endorsement by brother of bor- 
rower who has a net worth in excess of $70,000. No estimated value of collateral. 

In addition to the above eight loans which have been actually completed, we 
have three outstanding commitments which will be closed into loans within the 
hext 10 or 15 days. Two of these loans will be to real estate developers and one 
to a real estate developer and oil man. One of the loans will be in the sum of 
$5,000 which will be secured by an assignment of $8,200 of first mortgages. One 
will be in the sum of $12,600 which will be secured by second mortgage on 
certain property in Victoria County, Tex., and the third will be in the sum of 
$40,000 which will be secured by first mortage on certain oil properties in Nueces 
County, Tex., and by second mortgage on certain real estate in Culberson and 
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Travis Counties, Tex. All of the real estate is improved real estate. In addition 
to these three actual commitments, we are negotiating three other loans. Two 
in the sum of $60,000 each, and one in the sum of $35,000, and we will probably 
issue commitments on at least two of these within the next 10 days. 

With reference to the third paragraph of your letter, it is our opinion: 

(a) That SBIC’s should certainly be granted a tax deductible loss reserve, at 
least similar to the loss reserve now allowed savings and loan associations, 
because quite specifically, there is more risk in the type of loans SBIC’s will 
make than in the type of loans savings and loan associations will make. 

(b) With regard to participation by SBIC’s in regular SBA loans under section 
7 of the SBA Act, now prohibited by SBA, we have no real objections to this; 
however, we feel that there is sufficient latitude in the present rules and regula- 
tions which allow SBIC’s to purchase convertible debentures from a borrower 
who can also borrow from SBA. 

(c) We are certainly in favor of granting permission to SBIC’s to make any 
form of equity investment in small businesses, removing the present statutory 
limitations to convertible debentures. 

(d) Weare certainly in favor of granting permission to SBIC’s to collateralize 
where possible, convertible debentures, now prohibited by administrative ruling, 
One of the principal reasons we have not purchased convertible debentures to 
date has been due to this prohibition against collateralization. 

(e) We are certainly in favor of alteration of the present statutory ratio of 
Government loans under section 303(b) by SBIC’s from 50 percent of net worth 
to 100 percent or more. The average type of loan which an SBIC will make, 
although it may be a safe loan, will not be a bankable loan, and it is my opinion 
that as a general rule, banks will not extend any substantial lines of credit 
to an SBIC at least ont without personal endorsement from the substantial 
stockholders of the company. In my opinion, the minimum statutory ratio of 
Government loans under section 303(b) should be 100 percent of net worth. 

(f) Section 303 loans should be secured with specific collateral, but the amount 
of such collateral should not exceed the amount of the loan and the loan should 
be on matching maturity with the collateral. 

(g) We are in favor of permission to grant restricted stock options to key 
personnel, now forbidden by administrative ruling. 

(h) We think that the $150,000 capital limitation on the purchase of subor- 
dinated debentures by SBA from an SBIC should be increased to $1 million and 
that for section 303(b) loan purposes the entire amount of subordinated deben- 
tures purchased by SBA above $150,000 should be considered capital, i.e., if a 
company is organized with a capital of $500,000, we think the SBA should pur- 
chase $500,000 worth of subordinated debentures. 

We are not contemplating at this time, a public issue of our securities. 

Very truly yours, 
Harotp L. KwNop, 
President. 


P.S.—We might add that on January 26, 1960, we mailed to the regional office 
of SBA at Dallas, Tex., SBA form 420, being certification and statement and 
request for funds under section 302(a). We received these funds in the sum of 
$150,000 on February 3, 1960. Again, we state that in our opinion this was 
unusually fast service for a Government agency. 


DALLAS SMALL BUSINESS INVESTMENT Co., INC., 
Dallas, Tex., February 18, 1960. 
Senator JoHn SPARKMAN, 
Chairman, Select Committee on Small Business, 
U.S. Senate, Washington, D.C. 

Dear SENATOR SPARKMAN: With reference to my letter of February 11, in 
reply to your letter of February 1, I wish to qualify my opinion, as stated in 
paragraph (f) on page 4 of said letter, in which I state that in my opinion, sec- 
tion 303 loans should be secured with specific collateral, but the amount of such 
collateral should not exceed the amount of the loan, and that the section 308 
loans should be in matching maturities with the maturity of the collateral 
pledged. Since writing that letter, I have had an opportunity to confer with 
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Mr. Duncan Read personally, and he explained to me that it was the present 
policy of the SBA to lend to an SBIC, under section 303, an amount equivalent 
to two-thirds of earmarked collateral, generally on a 10-year maturity, and that 
it was the further policy of the SBA, in the event the earmarked collateral was 
paid, not to require an SBIC to liquidate its loan, but to substitute additional 
earmarked collateral. 

I think this policy of the SBA is entirely satisfactory under existing condi- 
tions, because under existing conditions, I frankly do not think that commercial 
panks will make any substantial loans to an SBIC, and if SBA constitutes the 
sole source from which an SBIC may borrow, then the amount of earmarked 
collateral becomes a moot question. Should commercial banks at some subse- 
quent date extend substantial lines of credit to SBIC’s on pledged collateral, 
then at that time it might be well for SBA to reexamine their requirements. 

I do wish to reiterate that I am strongly in favor of raising the present statu- 
tory ratio of Government loans under section 303(b) to SBIC’s from 50 percent 
of net worth to a minimum of 100 percent. 

Very truly yours, 
Harotp L. Knop, President. 


First TEXAS INVESTMENT Co., 
Sulphur Springs, Tea., February 19, 1960. 
Hon. JOHN SPARKMAN, 
Chairman, Select Committee on Small Business, 
U.S. Senate, Washington, D.C. 


DeAR SENATOR SPARKMAN: We acknowledge receipt of your letter dated Jan- 
uary 28, 1960, your letter dated February 1, 1960, and your letter dated February 
11, 1960. 

We do not desire to testify at your hearing to be held February 23, 24, and 
25, however, we do desire to give you our comments. 

The comments that we give herewith are numbered the same as your letter 
to us and are as follows: 

1. Our original proposal was filed on May 21, 1959, and license was granted 
on December 17, 1959. We probably became as annoyed as anyone else with the 
redtape involved. However, in all fairness, we must admit that a great deal 
of the delay was of our own making and on the whole we feel that the officials 
of SBA that we worked with in securing the license, were most considerate and 
helpful. While it took us longer to secure the license than we anticipated, we 
actually have no complaint on this matter. 

2. Since our Company is very new in this operation, only one loan has been 
made to date, and no convertible debentures have been purchased. The loan 
that has been made was to a dairyman. The funds were used to consolidate 
existing indebtedness owed by the dairyman and to enlarge his operation in order 
to make it more efficient. The principal amount of the loan was $30,000, bearing 
interest at the rate of 10 percent per annum with the term of the loan being 5 
years and to be retired on a monthly basis. 

3. (a) In our opinion, a statutory tax-deductible loss reserve would make 
this entire program more attractive and it seems apparent from the small number 
of license issued that it needs to be more attractive. 

(b) We have no opinion, at this time, on the desirability for the participation 
by SBIC’s in regular SBA loans. ' 

(c) We feel that SBIC’s should be free to make any form of equity investment 
_ small business if they are going to achieve the purpose for which they were 

esigned. 

(@) We are convinced that the ruling prohibiting the collateralizing of con- 
vertible debentures will eliminate the use of this method of providing capital in 
many cases. 

(e) We are so new at this, that our present capital is not nearly all employed 
and for that reason we are hesitant to comment on the desirability of changing 
the statutory ratio of Government loans to SBIC’s from 50 percent of net worth 
to 100 percent or more. However, it would seem, if this program is going to 
achieve the success that was originally anticipated for it, that working funds 
will become a problem somewhere down the line. 

(f) We feel quite strongly that section 303 loans should not be secured by 
specific collateral. While we recognize that sufficient safeguards in the form of 
regulations should be provided to protect the Government funds involved, we feel 
that the SBIC’s must have sufficient latitude to operate as an independent busi- 








382 


SMALL BUSINESS INVESTMENT ACT—1960 


ness rather than as a subbranch of the Government, if this program is to be sue- 
cessful. 

(g) The administrative ruling prohibiting the granting of restrictive stock 
options to key personnel is, in our opinion, another one of those measures that 
will bind us to an inflexible type operation rather than having the latitude to 
operate as an independently owned business should operate. We have no plans, 
at this time, that call for the use of this principle, but we simply feel that it is 
a serious mistake to attempt to regulate these businesses in details that properly 
belong to it local management. 

(h) The sum and substance of our comments concerning some of these regula- 
tions are that we simply must have room to breath if we are to do the job that 
Congress anticipated when the enabling act was passed. 

4. We are not, at this time, actively contemplating a public issue of our secu- 
rities, however we are aware that this might become desirable somewhere down 
the line. 

We hope that this satisfactorily answers the points which you raised, and we 
further hope that the comments will not be viewed as the complaints of some 
one who wants all in their favor, without giving some in return. We simply feel 
that there is some tendency to regulate the SBIC’s as a Government agency would 
be regulated, and if this is true, we feel that they will become less popular 
rather than popular. 

In closing, we would like to say that we are deeply appreciative for the con- 
siderate and helpful consideration that we have received from the SBA officials 
in the Dallas branch as well as those in Washington. We are fully aware that 
they have had, and probably still have, a tremendous problem in establishing 
this program in such a way that it will contribute materially to the economy of 
the country. They probably feel that if they are too loose in their controls, the 
program will be abused and they will be criticized. However on the other hand, 
if they are too tight in their controls, it will tend to kill the attractiveness from 
an investor’s standpoint. 

Sincerely yours, 
J.R. Ramey, Vice President. 


Fort WortH CAPITAL CorpP., 
Fort Worth, Tex., February 11, 1960. 
Hon. JoHN SPARKMAN, 
Chairman, Select Committee on Small Business, 
U.S. Senate, Washington, D.C. 


DeaR SENATOR SPARKMAN: In reply to your letter of January 29, 1960, in- 
viting our letter comment on our operations under the Small Business Investment 
Act together with our views on needed amendments, we are pleased to submit 
our reply. 

(1) We have no criticism to offer of the licensing procedure that of necessity 
consumes a substantial period of time. The procedure was new both to our- 
selves as applicants and to SBID as an agency. We do feel that it is very im- 
portant that the character of the licensees be fully investigated as the future of 
this program depends in part upon the integrity of the licensees. 

(2) We received license October 6, 1959, and our board of directors has 
approved three applications aggregating $120,900 in loans with 5-year loan amor- 
tization and $1,100 in convertible debentures. We are seriously considering 
two additional applications aggregating $50,000 with $45,000 in convertible 
debentures and $5,000 in loans with 5-year amortization. Of the foregoing sit- 
uations, four involve multiple housing concerns, two of which are new con- 
structions—one purchased and one additional financing; one concerns a small 
manufacturer of a consumer product. We have proceeded slowly in our loans 
inasmuch as most inquiries were of a nature that did not warrant further con- 
sideration and some inquiries involved concerns too deeply involved with debt 
and management problems to warrant the loan requested. 

(3) In order for a SBIC to become a more effective medium of finance for 
small business, it is necessary for the SBIC program to be substantially ex- 
panded. The speculative character of the loans required imposes an unusual 
burden upon a SBIC. Therefore, if an SBIC is to perform this needed service 
to a significant degree, it will be necessary for special legislative and administra- 
tive concessions to be granted. 
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(a) Astatutory tax-loss reserve would be a step in the right direction. 

(b) Participation by a SBIC in regular SBA loans would be highly beneficial. 

(c) Greater desirable flexibility would be afforded by permitting a SBIC to 
make any form of equity in a small business. 

(d) We strongly urge that you take necessary steps to direct SBA to authorize 
us to collateralize convertible debentures. It is our opinion that the present 
law does not prohibit this and that the administrative ruling is in error. This 
imposes an unnecessary penalty which prevents us from extending credit to 
small businesses that would otherwise qualify. 

(e) We believe the most effective method of expanding the SBIC program is to 
increase the statutory ratio of governmental loans under section 303 (b). 

(f) We have no objection to collateralizing our section 303 loans; however, 
if collateral is not required, additional expansion of our program can be 
effected through loans from commercial banks where collateral is pledged. 
Thus, this is a method of expanding this program without the use of additional 
Government funds. 

(g) We see no significant advantage in granting restricted stock options to 
company personnel as this would be of benefit primarily to personnel able to 
purchase stock; and if they are so able, they can obtain a desirable incentive 
by stockownership. Furthermore, we feel that substantial stockownership by 
management provides the best possible incentive for management integrity and 
security for Government loans. 

(4) We are considering the possibility of a public issue of our securities, but 
we feel that first we should demonstrate our ability to operate profitably with 
existing funds and credits and further that the foregoing amendments should 
be enacted and utilized so that a subsequent public issue of securities would be 
more acceptable marketwise. 

I can assure you that the American small businessman appreciates your keen 
interest in his problems and appreciates your attempt to provide through the 
SBIC program an expanding solution to his great financial problems. We fur- 
ther pledge you our best efforts in joining with you in attempting in our own 
way to provide more equity money to small business. We think your efforts are 
to be commended and stand in honorable contrast to the criticism of this program 
by a syndicated newswriter who offered no alternative solution to the admitted 
problem that exists. 

It is also our opinion that the program that has thus far evolved for the 
financial encouragement of American small business is insignificant in compari- 
son to the assistance that Congress has afforded to foreign commerce. 

Very truly yours, 
STEWART W. DEVORE, President, 


First SMALL BUSINESS INVESTMENT Co. OF LOUISIANA, INC. 


Hooper & SCHMIDT, 
New Orleans, La., February 12, 1960. 
Hon. JOHN SPARKMAN, 
Chairman, Select Committee on Small Business, 
U.S. Senate, Washington, D.C. 

Dear Sir: Our client, the First Small Business Investment Co, of Louisiana, 
Inc., has requested that we thank you for this opportunity to express its views 
in connection with your committee hearing, February 23, 24, and 25. In ex- 
pressing our client’s feelings we shall try to outline the points you wish covered 
as you have done in your letter of January 29. 


Point (1) 

Our client spent 4 months obtaining its license; this was, however, largely 
due to one major obstacle which is perhaps one of the reasons why the estimate 
of former Administrator Wendell Barnes is out of line with the actual licenses 
issued. 

Some States are of the opinion that by chartering an SBIC it subjects that 
State charter, or contract. to Federal statutes and regulations thus constituting 
an improper delegation of State power to the Federal Government, our own 
State, the State of Louisiana, objecting to section 301(d) (9). 

Actually, under the SBIC and regulations issued thereunder, charter powers 
are outlined so that if those powers are consistent with State laws there is no 
delegation of State powers to the Federal Government when a State charters an 
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SBIC. Subsequent Federal laws and regulations, of course, should not impair 
that contract. 

A solution might be had by expressing the intent of Congress that State. 
chartered companies are chartered under sections 309 and 301(c) of the act, 
whereas federally chartered companies are chartered under section 301 of the 
act. 

A careful reading of section 301(a) of the act, our client believes, will indicate 
Congress intent; for example, section 301(a) refers to a minimum of 10 in. 
corporators, whereas State-chartered companies may be chartered with fewer 
incorporators. 


Point (2) 

Since obtaining its license in the latter part of December 1959, our client 
has received 26 applications for assistance. Thus far it has bought a convertible 
bond in the amount of $60,000, from a wholesale hardware and furniture com- 
pany, which bond is payable in semiannual installments over 5 years. The bond 
bears 8 percent interest and was bought at a discount of seven percent. Our 
client is in advanced stage of negotiations in lending $10,000 to an oil service 
company. This transaction involves our client’s agreeing to buy a 5-year $5,000 
convertible debenture bond payable in equal annual installments, and its buying 
a $5,000 preferred maritime mortgage on two self-propelled barges worth about 
$10,000 which loan is also payable in 5 years. In this instance our client agrees 
to buy the small business 8 percent paper at 7 percent discount. 


Point (8) 

(a) Our client believes a statutory tax deductible loss reserve would encourage 
SBIC’s to provide for a more adequate safeguard against failure and impairment 
of capital prohibited under the act. 

(b) Our client does not believe participation with SBA in loans in desirable 
because someday it is hoped that the Federal Government finds it possible to 
take itself out of the lending business. 

(c) and (d) Our client believes SBIC’s should be allowed more freedom in 
making equity loans due to the income, risks, and managerial elements involved 
in many small business lending transactions. Greater freedom would allow 
greater service to the small business segment of our economic society. This 
opinion of our client is based upon its experience in having approximately 70 
percent of its applicants object to the convertible debenture feature under the 
act. It might even be pointed out that a majority of this 70 percent would prefer 
paying a higher discount than that permitted under SBA regulations. 

(e) Naturally, our client feels that the opportunity to receive more Federal 
funds than that allowed under section 303(b) of the act would permit the SBIC’s 
to enjoy a preferential interest rate on working funds during its formative years 
when institutional lenders have no loss experience basis upon which to make 
funds available to SBIC’s. -_ 

(f) It is felt by our client that section 303 loans should be unsecured, or if 
secured the SBIC’s should at least have a substitution of collateral privilege to 
permit SBIC’s to pledge its paper, which reflects an acceptable loss experience, 
with institutional investors. 

(g) Our client believes it would be wise to permit SBIC’s to grant restricted 
stock options to key personnel. Certainly, SBIC’s will have to compete for its 
managerial talent, and to prohibit the granting of restricted stock options would 
put SBIC’s at an obvious competitive disadvantage in the employment market. 

(h) As to this item, our client encloses copy of letter to the Internal Revenue 
Service for a ruling. Our client feels that the amendment referred to therein 
is unduly harsh and contra to the intent of Congress in attracting private capital 
to the SBIC program. 


Point (4) 

Our client has not as yet made a public offering because of the newness of 
its operations and the availability of funds to satisfy presesnt needs. Our 
client’s board does intend to discuss the feasibility of a public offering when 
the company approaches that point in its operations which contemplates a greater 
need than availability. 

We again wish to express our client’s appreciation of the opportunity to express 
its views. 

Respectfully, 


LIONEL C. ScHMIDT. 
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FEBRUARY 2, 1960. 
COMMISSIONER OF INTERNAL REVENUE, 
Washington, D.C. 

Dear Sir: Our client, the First Small Business Investment Co. of Louisiana, 
Inc., an SBA-licensed company, 637 Common Street, New Orleans, La., is con- 
templating advancing funds to Galle Furniture, Inc., 1608 North Claiborne 
Avenue, New Orleans, La. One of our client’s shareholders who is also its 
treasurer, Mr. John L. Hooper, 705 Cigali Building, New Orleans, La., owns 
over 5 percent of Galle’s stock. 

The problem is: If the First Small Business Investment Co. of Louisiana, Inc., 
should advance funds to Galle Furniture, Inc., would all of the investment 
company’s income be considered personal holding company income or would only 
that part earned on the Galle transaction be so considered. 

By section 3(a)(b) of Public Law 86-376, September 28, 1959, Congress 
amended section 542(c) of the Internal Revenue Code by adding subsection (11) 
which exempts small business investment company income from the provision 
of section 541 of the Internal Revenue Code, which states that a personal holding 
company tax shall be imposed on the undistributed personal holding company 
income. 

The above referred to amendment to 542(c), however, states that the exemption 
does not apply when any shareholder of the small business investment company 
owns 5 percent or more of the small business concern to which funds are provided. 

It is our opinion that Congress intended to exempt all of the income of small 
business investment companies from the provision of section 541 except that 
income received from small business concerns in which a shareholder of the 
investment company owned 5 percent or more of the stock. Therefore, in the 
proposed transaction with Galle only the income received from Galle for funds 
advanced to it would be subject to tax and not all of the investment company’s 
income. 

Our authority for this option will be found in the provisions of the code. 
Section 541 states that “only personal holding company income is subject to the 
tax”; and section 542(c) (11) excepts small business investment companies from 
the definition of personal holding company, thereby excepting its income from 
personal holding income. Hence, a tax on all of the investment company’s income 
would be contra to the codal provisions and the intent of Congress reflected in 
the Congressional Record of September 10, 1959. 

May we have a ruling? 

Respectfully yours, 
JoHN L. Hooper. 


STATEMENT BY TEXAS CONTINENTAL INVESTMENT Co., INc., DALLAS, TEX. 


1. (a) Proposal for license filed on December 18, 1958. 

(b) Notice to proceed with application received from SBA 71 days later, on 
March 10, 1959. 

(c) Final application for license filed 30 days later on April 9, 1959. 

(d) License No. 100002 issued by Small Business Administration 70 days later, 
on June 18, 1959. 

(e) No obstacles encountered in submitting the proposal and in receiving the 
license. 

2. We have received and processed in excess of 50 appliactions for loans rep- 
resenting 26 different types of general business classifications. We have com- 
pleted nine loans, all on a collateral basis, ranging in amounts from $2,000 to 
$40,000. A brief résumé of each completed loan is as follows: 

(a) Five-year loan to a real estate developer in the amount of $3,000 with 
interest at the rate of 10 percent per annum, repayable in five annual install- 
ments plus interest. Security is a first lien note on real estate in the city of 
Mesquite, Tex. 

(b) Five-year loan to a real estate developer in the amount of $3,500 with 
interest at the rate of 10 percent per annum, repayable in five annual install- 
ments plus interest. Security is a second lien note on a building leased to 
Safeway Stores, Inc., in the city of San Angelo, Tex. 

(c) Five-year loan to a real estate developer in the amount of $15,000 with 
interest at the rate of 10 percent per annum, repayable in five annual install- 
ments plus interest. Security is a second mortgage covering real estate in the 
city of Denton, Tex., and Silverton, Colo. 
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(d) Five-year loan to a real estate developer in the amount of $7,500 with 
interest at the rate of 10 percent per annum, repayable in five annual install. 
— plus interest. Security is a first lien on real estate in the city of Dallas, 

ex. 

(e) Five-year loan to a water company supplying water to oil refineries and 
field camps in the amount of $37,500 with interest at the rate of 10 percent per 
annum, repayable in 60 monthly installments plus interest. Security is a deed 
of trust and assignment of production on an oil lease in Scurry County, Tex. 

(f) Five-year loan to an oil well drilling contractor and producer in the 
amount of $37,500 with interest at the rate of 10 percent per annum, repayable 
in 60 monthly installments plus interest. Security is a first lien and assignment 
of production on an oil and gas lease in Scurry County, Tex. 

(g) Five-year loan to an oil and gas seismograph company in the amount of 
$16,325, with interest at the rate of 10 percent per annum, repayable in 60 
monthly installments plus interest. Security is a first lien on office building of 
company located in Wichita County, Tex. 

(h) Five-year loan to an oil producing company in the amount of $40,000, with 
interest at the rate of 10 percent per annum, repayable in 60 monthly install- 
ments plus interest. Security is an assignment of production from oil leases 
in Knox and Young Counties, Tex. 

(i) Five-year loan to a fruitgrower in the amount of $2,000, with interest 
at the rate of 8 percent per annum, repayable in 60 monthly installments, plus 
interest. Security is a pledge of common stock of a life insurance company. 

In addition to the above loans which have actually been completed, the cor- 
poration has under consideration and negotiation four loans with oil producers 
totaling $145,000. 

3. The corporation is not at this time contemplating a public issue of its 
securities. 

4. (a) It is this company’s recommendation that a statutory tax-deductible 
loss reserve be granted to SBIC’s. 

(b) We believe it mutually advantageous and that SBIC’s have the legal right 
to participate in loans made under section 7 of the SBA Act. 

(c) We think SBIC’s should have the right to make any form of equity 
investment in small businesses. 

(d) The right to collateralize, where possible, convertible debentures, should 
be granted to SBIC’s. 

(e) We think it would be advantageous to the program if the present ratio 
of 50 percent be increased to a minimum of 100 percent. 

(f) Specific collateral should not be required to collateralize section 303 loans 
(up to twice its present limit), thereby giving a maximum leeway to the prudent 
lender in SBIC, who will be the only ones left. 

(g) SBIC’s should have permission to give or sell restricted stock options to 
key personnel. 

(h) While there are many suggestions which can or will be made by others, 
we in particular suggest in administrative rulings the effective dates be either 
90 or 120 days after such ruling in order that the affairs of the company can 
be adjusted to comply with said rulings. 


SMALL BUSINESS INVESTMENT Co. or TULSA, 
Tulsa, Okla., February 18, 1960. 
Hon. JoHN SPARKMAN, 
Chairman, Select Committee on Small Business, Washington, D.C. 


Dear SENATOR SPARKMAN: The following is offered as a statement in con 
formity with your letter of February 1. 

Small Business Investment Co. of Tulsa, licensed November 10, 1959, was or- 
ganized under the sponsorship of nine loeal banks which provided the major 
portion of its capital. No Government fund participation was requested. 

The greatest need for corrective legislation with respect to small business 
investment companies is to be found in the lack of incentive for organization 
under Federal supervision and regulation, on the one hand, and the unnecessarily 
restrictive provisions of the law and regulations with respect to operation of 
such companies on the other. 

Tax incentives such as those outlined in the Leonard Silverstein recommen- 
dations to the Administration would do more than any other single thing to pro 
vide impetus to the program. With adoption of such tax incentives all funds 
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necessary to enable SBI companies to place small business on a parity with big 
business would be available from private capital sources. 

Greater latitude in operations of small business investment companies would 
greatly accelerate the flow of funds from the companies to needy concerns. 

Referring to the specific points mentioned in your letter, the following com- 
ments are offered. 

1. The time consumed in obtaining our license was regarded as excessive only 
by reason of the requirement that an N-5 form be submitted for approval by 
Securities and Exchange Commission. This involved a substantial outlay of 
time and money on our part and it was only after we had made the filing that 
we, or the regional office of SBA, learned that the requirement had been made 
the subject of a general waiver as to our type of corporation. 

2. We have been operating for an insufficient length of time to permit us to 
provide information of any value in this connection. 

3. (a) It is yet to be demonstrated that taxable earnings will be such as to 
render a statutory tax loss reserve of material benefit. However, such a pro- 
vision would undoubtedly increase the amount of potentially available private 
capital. 

(b) We do not favor authorization for participation by SBIC’s in SBA loans, 
particularly by those companies which are capitalized in part by Administra- 
tion funds. The effect of so doing would be to render it theoretically possible 
to make advances to speculative enterprises with less than 5 percent private 
fund exposure. 

(c) The most urgent need for change in statutory language at the present 
time is that affording permission to small business investment companies to 
make any form of equity investment. The present statutory limitation to long 
term loans and convertible debentures has materially reduced our opportunities 
to make requested advances of funds to small business concerns. 

(d) Probably next in importance is the need for permission to collateralize 
any type of security taken. 

(e) There is no present indication of any material benefit to be gained by 
change in the statutory ratio under section 308. In our judgment, the Admin- 
istration should utilize section 303 to provide facilities comparable to those 
which the Federal Reserve bank provides to commercial bank members. 

(f) Section 303 loans should be collateralized by the pledge of securities held 
in the portfolio of the borrower. 

(g) No comment. 

(h) The beneficial effects which would result from adoption, to the greatest 
extent possible, of recommendations made in the Silverstein report are reem- 
phasized. At present there is simply not enough common sense justification for 
a privately capitalized concern to become licensed under the act. 

(4) We have not made and do not now contemplate a public issue of our own 
securities. We possibly would do so and greatly expand our operations if the 
provisions of the act were liberalized as suggested above. 

Sincerely yours, 
Curtis F. BrYan, President. 


REGION XI 
None. 


REGION XII 


CONTINENTAL CAPITAL CorpP., 
San Francisco, Calif., February 18, 1960. 
Hon. JoHN SPARKMAN, 
Chairman, Select Committee on Small Business, 
Senate Office Building, Washington, D.C. 


Dear SENATOR SPARKMAN: This letter report is in reply to your letter of Feb- 
ruary 1, 1960, requesting a statement of Continental Capital Corp. operating 
experience under the Small Business Investment Act of 1958. Summing up this 
report, our attitude is, daily operations on a wait and see basis. 

In the interest of conformity, we are replying to the points in your letter 
in order given: 
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1. The San Francisco office, Mr. Edward L. Turkington, Director, Mr. Jo- 
seph P. Wasserburger, Chief, Investment Division, gave us their fullest coopera- 
tion during our initial application period, through licensing, and have continued 
to assist us during operations. They have gone considerably out of their way 
to be helpful and to act as intermediary between SBA/Washington and our- 
selves. The only major obstacle encountered during the application process, 
and not overcome, was the restriction on area of operations. 

2. Operating hardships have been created by: 

The loan limit of 20 percent of capital and surplus restricting the company 
from lending to companies of substance. Loans in the level of less than $75,000 
often are in risk positions beyond the reach of a new financial institution having 
no earnings or reserves. 

Loans negotiated to date are straight loans only; no convertible debentures 
have been purchased. Companies financed are two importers, one nursery, one 
metal working plant. Debentures will not be attractive to CCC with present 
no security limitation, especially in companies within present loan levels. In 
this respect it is interesting to note security demand requirements of SBA on 
loans negotiated direct by SBA. 

3. (a) A statutory tax-deductible loss reserve is an absolute necessity. On 
incorporation CCC assumed, and it was taken for granted, the originators of 
the act would subsequently provide a loss reserve. This should be done prior 
to March 31, 1960. 

(b) Participation in regular SBA loans is of no interest to CCC. This is 
especially true if we are to be in an equal or secondary position. CCC would 
require loan control and the right to call any loan without the consent of SBA. 

(c) We believe the right to make equity investments in any form would mate- 
rially assist in making substantial additonal funds available to small business. 
Any such right should, however, not be bound by present regulatory provisions 
prohibiting security arrangements. A broader loan policy is also necessary. 
We suggest straight loans with warrants, etc. 

(d@) Permission to collateralize debentures is of interet to us. 

(e) Increasing statutory lending ratio to 100 percent of an SBIC’s net worth 
will help SBIC’s during their formative years when loan funds are not avail- 
able from existing financial sources. We recognize that as SBIC’s mature, be- 
eome accepted on the banking scene as lending institutions, funds will be avail- 
able from public sources. This is still several years away. 

(f) SBA’s request for security under section 303 of the act presents a number 
of problems to the SBIC: 

(1) The security deposited by an SBIC will not amortize equally with 
303 loans. 

(2) Security arrangements must be fluid for payoffs. 

(3) In and out arrangements must be provided. 

(4) SBIC’s are required to furnish security to the SBA; on relending on 
equity positions no security can be requested by an SBIC. 

(g) CCC would like authority to grant stock options to key personnel. We 
feel incentives for management are necessary to the success of a business. We 
recommend the act be amended to provide for such stock options. 

(h) Suggested amendments to the Small Business Investment Act: 

(1) Amend to remove obligation of lender to purchase stock of an SBIC 
on debenture financing. 

(2) Amend to provide a means whereby proposed Securities and Exchange 
Commission Rule No. 155 will not require registration of stocks purchased 
by SBIC’s in debenture financing. This requirement will discourage de- 
benture purchases due to later prohibitive cost of stock registration. 

(3) Amend to remove regulatory provisions of debenture financing wherein 
no security, insurance or otherwise, can be accepted by SIBC’s. Small busi- 
ness is generally dependent upon key personnel. On premature death of 
such persons these ventures have high mortality.. Direct SBA loans demand 
security ; investors using private funds should have similar protection. 

(4) Amend to remove statutory loan limit of 20 percent of an SBIC’s 
capital and surplus. 

(5) Remove requirement an SBIC must give proof of its inability to 
borrow funds from private sources prior to receiving loan funds from SBA 
under section 303 of the act. 

(6) Amend to eliminate escrow security provisions on borrowings from 
SBA. 
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(7) Amend the act to provide additional tax benefits. Analysis of the 
present tax provisions leave considerable doubt as to benefits to be realized. 

(S) Amend the act to provide that if all stockholders agree in writing, 
there should be no limitations on investments in small business organizations 
in which one of the stockholders is financially involved. 

(i) If the SBIC program is to succeed, cooperation is needed from SBA/Wash- 
ington. Enclosed are several instances where it is felt inadequate considera- 
tion was given to our requests. Please note the replies. 

SBA should adopt a program where on receipt of a request for waiver of a 
regulation, where authority is vested in SBA to so waive, such waiver will be 
granted or an alternate workable plan will be devised by SBA, but no replies 
of outright rejection should ever be sent out. Such a reply in no way assists 
SBIC’s. 

4, CCC is contemplating a public issue of stock within 6 months. No market 
exists in our area for SBIC securities other than stock. 

We appreciate the interest your committee is showing in our problems. 

Sincerely, 
Roy I. ANDERSON, Secretary. 


CONTINENTAL CAPITAL CORP., 
San Francisco, Calif., February 10, 1960. 
Re Proposed rule 155 
SECURITIES AND ExCHANGE COMMISSION, 
Washington, D.C. 
(Attention Mr. Orval L. DuBois, Secretary). 


GENTLEMEN: Continental Capital Corp. is a small business investment com- 
pany licensed under the provisions of the Small Business Investment Act of 1958. 

As provided by the act, small business investment companies provide capital 
to small business concerns through the purchase of convertible debentures. 
Congress enacted this statute to encourage private investors to provide long-term 
equity and growth capital to small businesses. 

Proposed rule 155 would require small business investment companies to 
register the underlying securities upon exercise of the conversion privilege 
and the public distribution of the securities. The burden and expense of such 
registration materially affects small business investment companies, and makes 
investment in small business concerns less attractive. The registration require- 
ment will discourage investments in convertible debentures of small business 
concerns by small business investment companies, This will materially reduce the 
quantity of long-term equity capital available to small business. The effect of 
the proposed rule is directly contrary to the declared intent of Congress in pass- 
ing the Small Business Investment Act of 1958. 

It is submitted that proposed rule 155 should be amended to exclude from its 
provisions the public distribution of underlying securities by small business 
investment companies upon exercise of the conversion right of convertible de- 
bentures purchased from small business concerns, pursuant to the Small Busi- 
ness Investment Act of 1958. 

Very truly yours, 
Roy I. ANDERSON, Secretary. 


BRONSON, BRONSON & MCKINNON, 
San Francisco, July 17, 1959. 
Re proposal No. 12-0002. 


SMALL BUSINESS ADMINISTRATION, 
Washington, D.C. 


GENTLEMEN: Licensee Continental Capital Corp. desires to perform insurance 
brokerage services for small business concerns. Licensee proposes to apply to 
the Department of Insurance of the State of California for an insurance broker’s 
license. It will be necessary to amend licensee’s articles of incorporation to 
empower it to perform that function. If such a license is issued, licensee will 
place insurance contracts only for the small business concerns to which licensee 
provides funds under sections 304 and 305 of the Small Business Act of 1958. 

Small business investment company regulations, section 107.308-7(a) pro- 
vides : 

“A licensee shall engage in and conduct only the activities set forth in and 
contemplated under the act and shall not engage in or conduct any other 
activities.” 
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It is our opinion that if licensee places insurance only for the small business 
eoncerns to which it provides funds under section 304 and 305 of the act, its 
activity as an insurance broker would be incidental to, and a part of, its activi- 
ties as a small business investment company. Such insurance activity would 
provide an additional service to the small business concerns, and would assist 
licensee in protecting the funds which it provides the small business concerns, 
It is our opinion that such insurance brokerage would not constitute “any 
other activities” within the meaning of regulation section 107.308-7 (a). 

Accordingly, licensee hereby requests a ruling from the Small Business Ad- 
ministration, that its proposed activity as an insurance broker, as above set 
forth, would not violate Small Business Act of 1958, or the regulations of the 
Small Business Administration. 

Very truly yours, 
CHARLES A. LEGGE, 


SMALL BusINEsS ADMINISTRATION, 
OFFICE OF THE ADMINISTRATOR, 
Washington, D.C., August 17, 1959. 
Re license No. 12-0002, Continental Capital Corp. 
Mr. CHARLES A. LEGGE, 
Bronson, Bronson & McKinnon, 
San Francisco, Calif. 


DeaR Mr. Lecce: This is in response to your letter of July 17, 1959, wherein 
you request permission for the licensee to secure an insurance broker’s license 
and engage in the placing of insurance for small business concerns to which it 
provides funds under sections 304 and 305 of the Small Business Investment 
Act of 1958. Such insurance activity, according to your letter, would provide 
an additional service to the small business concerns, and would assist the li- 
censee in protecting the funds which it provides. In your opinion, such insurance 
brokerage would be merely incidental to the licensee’s activites as a small 
business investment company, and would not constitute “other activities” within 
the meaning of regulation 107.308-7 (a). 

We regret to advise that such is not our interpretation of the act and regula- 
tions. Under the act, licensees may engage only in the activities set forth in 
regulation 107.102-1(d)(2). Further evidence of this interpretation is offered 
in regulations 107.201.2(d), 107.201-3(b), and 107.301-1. The ability to “exer- 
cise such incidental powers as may reasonably be necessary to carry out the 
business for which the corporation is established” does not, in our opinion, 
include the ability to engage in the insurance business. 

Yours sincerely, 
DuNcAN H. Reap, Deputy Administrator. 


CONTINENTAL CAPITAL Corp., September 16, 1959. 
Mr. Duncan H. Reap, 
Deputy Administrator, Office of the Administrator, Small Business Administra- 
tion, Washington, D.C. 

Dear Me. Reap: We are in receipt of three applications for loans from small 
business firms. Each of these loans will exceed the $60,000 loan limit of Con- 
tinental Capital Corp. based on its present capitalization under provisions of 
section 107.306-1 of the Small Business Investment Act. The purpose of this 
letter is to obtain prior written approval of the Small Business Administration 
to waive the loan limits imposed by section 107.306-1. 

Continental Capital Corp. has investigated these companies, is interested in, 
and is willing to invest funds in these companies. The loans are in the amounts 
of $75,000, $80,000, and $150,000. The $150,000 will be disbursed in two steps; 
the initial loan will be $100,000. After a reasonable time, based on our analysis 
of the effect of our investment on company performance, the balance will be 
loaned. The other loans are contemplated to be fixed amounts. At least two 
of these loans will be by convertible debentures. 

Following are reasons why approval should be granted by the Small Business 
Administration : 

1. Continental Capital Corp. has the financial means, from existing funds, to 
provide funds for the above loans. 

2. Continental Capital Corp. is in the process of recapitalization. The cor- 
poration proposes to make a public stock offering increasing its present capital- 
ization by $2 million. 
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3. The corporation does not wish, in the above cases, to participate with others 
jn a joint lending agreement. 

4. It is the policy of Continental Capital Corp.’s board that all existing funds 
be placed in good, secure ventures prior to increasing its capitalization. 

5. The corporation has been approached by large local banking institutions 
investigating methods of participation. Prior to talking participation, it is of 
prime importance to Continental Capital Corp. that it have a portfolio of loans 
of excellent character. The above loans are of this type. The corporation’s 

rtfolio must also be attractive, not only to banking institutions, but its port- 
folio will play a major role in interesting investors in selecting Continental 
Capital Corp. stock for investment purposes. 

6. The market for loans, with a measure of security, exists locally in the 
bracket from $50,000 to $150,000. 

The loans under consideration are worthy of and representative of the pur- 

ses for which the Small Business Investment Act was established. Providing 
of the above funds will not wait for recapitalization by Continental Capital 
Corp. Approval is requested prior to September 25, 1959. 

Very truly yours, 
Roy I. ANDERSON, Secretary. 


SMALL BUSINESS ADMINISTRATION, 
OFFICE OF THE ADMINISTRATOR, 
Washington, D.C. 
Re license No. 12-0002. 
Mr. Roy I. ANDERSON, 
Secretary Continental Capital Corp., 
San Francisco, Calif. 

DeAaR Mr. ANDERSON: This is in reply to your letter of September 16, 1959, in 
which you request Small Business Administration to waive the 20-percent limita- 
tion of section 107.306-1(a) of the regulations with respect to three loans— 
of $75,000, $80,000, and $150,000, respectively—which you desire to make. 

It is our belief that the statutory restriction of 20 percent was intended as a 
safeguard to the operations of a small business investment company, and that 
the authority given to SBA to permit investments in excess of this percentage 
should be exercised only where a relatively minor amount is needed to round 
out a desired investiment or where additional (and overlimit) investments or 
loans are desired to protect a previous investment. 

Accordingly, we regret to advise that we do not approve, on the basis of the 
facts submitted, the request in your letter of September 16. 

We presume that you have already explored other means of accomplishing 
the desired investments and we hote that you do not wish to participate with 
others in a joint lending agreement. Two possibilities occur to us: (1) That you 
might induce a bank to take the overline portion on a temporary basis, pending 
the anticipated increase in the capitalization of your company; or (2) that you 
might make the requested investments in the permitted amounts, along with 
your commitment to furnish the rest of the funds when your increased capitaliza- 
tion is achieved. May we also suggest that you confer with Edward L. Turk- 
ington, regional director of our San Francisco office, and J. P. Wasserburger, 
chief of the investment division at that office, regarding this problem. It may 
be that they can be of some assistance in the matter. 

Yours sincerely, 
DuNcAN H. Reap, 
Deputy Administrator, Investment Division. 


CONTINENTAL CAPIPAL CORP., 
January 13, 1960. 
SMALL BUSINESS ADMINISTRATION, 
Office of the Administrator, 
Washington, D.C. 
(Attention of Mr. Duncan H. Read, Deputy Administrator). 

GENTLEMEN: Under date of August 1, 1959, the Investment Division, Small 
Business Administration, Washington 25, D.C., issued a recommended system 
of account classifications for small business investment companies. 

In reading the memorandum, the first impression gained is one of recom- 
mendation. Suddenly, the realization sweeps the reader that the memorandum 
is not a recommendation but is being imposed upon each small business invest- 
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ment company. Continental Capital Corp. has graciously adapted itself to revi- 
sions of the SBA, even to the point of revising its previously adapted book- 
keeping system to conform to the subject memorandum. In one instance, 
however, we are in conflict with the memorandum. This conflict occurs under 
paragraph 5 wherein the memo states, “Each small business investment company 
is expected to adopt a uniform fiscal year, beginning April 1 and ending March 
31, and to close its books annually at March 31.” 

We have adopted a fiscal year June 1 to May 31. These dates best suit our 
purposes and create the least management problems. This is to advise you that 
we, therefore, shall continue with our present fiscal year in preference to the 
dates April 1 and March 31. 

Very truly yours, 
Roy I. ANDERSON, Secretary. 


SMALL BUSINESS ADMINISTRATION, 
OFFICE OF THE ADMINISTRATOR, 
Washington, D.C., February 4, 1960. 
Mr. Roy I. ANDERSON, 
Secretary, Continental Capital Corp., 
San Francisco, Calif. 

DEAR Mr. ANDERSON: We have received your letter of January 13, 1960, and 
are pleased with the cooperation shown by your company in conforming its 
bookkeeping system to that recommended by the Small Business Administration. 

The Continental Capital Corp. may, if it chooses, utilize a fiscal year ending 
May 31 for such corporate purposes as desired. However, as is indicated in 
paragraph 107.308—5(c) of the enclosed copy of a “Notice of Proposed Rule Mak- 
ing,” it is expected to be made a matter of regulation that the annual and interim 
reports to be furnished to SBA by licensees shall relate to the fiscal year for 
SBA purposes beginning April 1 and ending March 31. It is also expected that 
audited financial statements will be furnished as of the end of such fiscal year, 
as indicated in subparagraph 107.308—5(c) (1). 

In view of the requirements pertaining to a uniform fiscal year for SBA 
purposes, your company may find it more practicable to adopt as its fiscal year 
for all corporate purposes the 12-month period beginning April 1 and ending 
March 31. 

Yours sincerely, 
Duncan H. REap, 
Deputy Administrator, Investment Division. 





Equity CAPITAL Corp., 
Palo Alio, Calif., February 16, 1960. 
SELECT COMMITTEE ON SMALL BUSINBSS, 
U.S. Senate, Washington, D.O. 


GENTLEMEN : In response to the request of February 1, 1960, from Hon. John 
Sparkman, we are pleased to submit the following statement : 

Equity Capital Corp. was incorporated under the laws of the State of Califor- 
nia on September 28, 1959, and received its license from the SBA on December 
11, 1959. The original proposal was filed on June 19, 1959, with the notice to 
proceed being issued on August 11, 1959. The company was formed with the 
minimum capital of $300,000, with $150,000 private investment and $150,000 
borrowed from SBA under subordinated debentures. 

There is no doubt that the considerable detail work involved in the prepara- 
tion of a proposal and application for license to operate, together with the time 
interval, can be discouraging to people who might otherwise be interested in 
forming a small business investment company. However, it is difficult to point 
out areas where the law and regulations might be changed to make the appli- 
cation easier. Certainly, much credit is due to the members of the San Fran- 
cisco regional office of SBA, who were of much aid in the formation of our 
particular organization. Because our investors numbered 16, the particular time 
problems faced by us in getting our group together were increased somewhat 
over what might reasonably be expected if a smaller group were involved. 

Since the SBA license was obtained in December, we have received approxi- 
mately 50 inquiries regarding loans. These initial inquiries are the result of 
local newspaper publicity obtained upon the grant of the license and personal 
contact with businessmen. No loans have been completed as yet, but we are 
in the advanced stages of a loan of some $50,000 to a medical-electronics firm 
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through the purchase of convertible debentures. We are negotiating on the 
basis of 614 percent interest on this loan. Additional applications are under 
consideration. These loans will involve purchase of convertible debentures. 

In response to Senator Sparkman’s request for our views on suggested changes 
in the law, we submit the following: 

(a) We would favor a statutory tax deductible loss reserve provision in the 
law. 

(0) We would be interested in possible future participation in the regular 
SBA loan under section 7 of the SBA Act, although at the present time we are 
considering only loans involving convertible debentures. 

(c) We believe it would be helpful to allow SBIC’s to make other forms of 
equity investments other than the present statutory limitation to convertible 
debentures. An investment directly in common stock of small businesses would 
enable the SBIC to be of financial aid faster, and in many instanees would en- 
courage smaller loans to be made which otherwise would not be considered. 

(d) We believe the laws and regulations should be altered to permit an 
SBIC to collateralize the convertible debentures. This would encourage in- 
vestments in worthy companies which might now be considered borderline. The 
availability of sufficient collateral could well make the difference in the approval 
or denial of the loan. 

(e) The alteration of the present statutory ratio of Government loans under 
section 303(b) from 50 percent of net worth to 100 percent or more should 
be given serious consideration. If specific collateral is required with section 
803 loans, some provision should be included which would value the SBIC’s 
eollateral at par or face value, or some percentage thereof, without elaborate 
requirements for appraisals, etc. 

(f) Equity Capital Corp. does not contemplate granting restricted stock op- 
tions to key personnel at the present time, but we believe this should be per- 
mitted with some reasonable limitation on the total amount of options available. 
We anticipate having a permanent office with full-time staff, and believe that 
benefits such as restricted stock options should be available to attract qualified 
personnel. 

(g) In the way of additional problems, we strongly urge that section 304(b) 
(2) be deleted or amended to provide some minimum period before the small 
business concern can call the debentures. We believe the small business con- 
cern should not be permitted to call the loan by its own action for the first 3 or 
4 years. 

In addition, we believe that section 304(d) requiring the small business con- 
cern to purchase a percentage of the capital stock of the SBIC be deleted. We 
have found that neither the small-business concern nor the investors in the 
SBIC are pleased with this provision. It seems only to further complicate the 
arrangements for the loan, since agreements are required on the purchase price, 
ete., and additional permits are required from proper State officials to issue 
stock. Businessmen often look at it as a form of discount of the loan. It is 
our understanding from studying the initial hearings covering section 304(d), 
that it was intended to get additional private investment into the SBIC, and 
thus render Government participation unnecessary. It is unlikely that this 
result will be achieved for a long time since the percentage of stock purchased 
by the small-business concern is minor. 

Equity Capital Corp. does not plan a public issue of its securities at the 
present time nor in the near future. This may be done at some future time. 

We express our thanks for the opportunity to render this statement to the 
Select Committee on Small Business. 

Very truly yours, 


JOHN S. StePHENs, President. 





NORTHERN CALIFORNIA SMALL BUSINESS INVESTMENT Co., 
Palo Alto, Calif., February 24, 1960. 
Re Northern California Small Business Investment Co. 
Hon. Joun SpARKMAN, 


Chairman, Select Committee on Small Business, 
U.S. Senate, Washington, D.C. 


Dear SENATOR SPARKMAN: This letter is in response to your letter of Febru- 


ary 1, 1960, requesting a statement by the above licensee under the Small Busi- 


ness Investment Act, for inclusion in the record of the current hearings before 
your committee, 
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Accordingly, the following information and opinions are set forth for your 
consideration, the paragraphs and subparagraphs being numbered in specific 
response to the inquiries of your letter of February 1. 

1. Northern California Small Business Investment Co. received its license 
a few days after its issuance on October 29, 1959. The original application 
was submitted on March 4, 1959. Certain amendments were requested by the 
SBA by letter dated June 16, 1959, and notice to proceed was received on August 
19, 1959. The company proceeded, as required by California law, to obtain a 
permit for the issuance of its stock and debentures and upon receipt of same, 
the license application was filed with the regional office on October 9, 1959. 
The license was issued 20 days later. 

At all times during this procedure, Mr. Turkington, Mr. Wasserburger, and 
Mr. Shortridge, of the regional office, have been most courteous and helpful 
and have spent considerable after-hours time in aiding us in the interpretation 
of the regulations, as well as the preparation of the various documents required. 

In view of the foregoing, we have felt that no significant or unusual obstacles 
were encountered in obtaining the license. 

2. In the 3% months since receipt of the license, we have proceeded somewhat 
cautiously in making loan commitments. To date, the following loans have been 
made: 

(@) $7,000 to a local retail merchant, long-term loan, 10 years, 10-percent 
interest only for 2 years, 8 years amortization, secured by deed of trust. 

(b) $30,000 to real estate development firm, long-term loan, 5 years, 8-percent 
interest, secured by deed of trust. 

(c) $30,000 to a mortgage investment company, long-term loan, 5 years, 8-per- 
cent interest, secured by deed of trust. 

The following commitments have been made to applicants, but the loans have 
not yet been made: 

(a) $15,000 to a fiberglass manufacturing company, long-term loan, 6 years, 
10-percent interest, interest only for 1 year, 5 years amortization, secured by deed 
of trust. 

(b) $25,000 to a plumbing contractor, 6 years, 10-percent interest, interest only 
for 1 year, 5 years amortization, secured by deed of trust. 

(c) $18,000 convertible debentures in real estate development firm representing 
conversion rights to 40 percent of voting stock. 

The following loans are in a relatively advanced state of negotiation, but with 
no commitment on either side: 

(a) $10,000 to a retail rug cleaning firm, long-term loan, terms not yet final- 
ized. 

(b) $10,000 to a retail furniture dealer, long-term loan, terms not yet finalized. 

(c) $12,500 convertible debentures in mortgage investment company, repre- 
senting conversion rights to 40 percent of voting stock. 

(d) $10,000 convertible debentures in construction company, representing con- 
version rights to 40 percent of voting stock. 

3. (a) It is the view of our management that a tax deductible loss reserve will 
be a necessity if the privately financed small business investment companies are 
to expand by means of public stock issuance. 

(bd) Participation by SBIC’s in regular SBA section 7 loans should be of con- 
siderable aid in establishing public: trust and confidence in SBIC’s as sound 
financial institutions of comparable stature with banks and other recognized 
lending organizations. Further, such participation will permit SBIC loans in 
a number of situations where the SBIC’s are presently unable, by regulation or 
management policy, to advance the entire loan requested. It is our view that 
both of these factors are extremely desirable. 

(c) The restriction of equity finaneing to convertible debentures has provided 
our company with some problems, particularly in cases where the applicant or 
applicant’s desire to retain a general or limited partnership form of entity. In 
the case of smaller loans, a simple purchase of stock would seem preferable, in 
many cases, to the details, expense and complexity of an issuance of convertible 
debentures. We favor a removal of the restriction. 

(d) Permission to collateralize convertible debentures would, of course, be of 
aid to the security of SBIC’s. We have no experience, however, which would 
indicate the degree to which this concept may be accepted by prospective hor- 
rowers. 
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(e) The statutory ratio of section 303(b) loans to the net worth of SBIC’s 
would seem to be a policy question. We have no experience yet which would 
qualify us to suggest a different ratio from that now in effect. 

(f) We see no reason to secure the section 303(b) loans with specific collateral. 

(g) Our shareholders and directors are strongly in favor of a change in the 
regulations to permit restricted stock options to key personnel. Perhaps our 
key management problem has been the assurance of appropriate compensation 
to the management employees without reducing materially the capital assets 
of the company available for investment. We feel that salary limitations, 
accompanied by a generous stock option plan, present the best possible incen- 
tive to our executive personnel and also furnish a considerable attraction for 
new investors. 

(h) We have encountered one very attractive loan situation where the borrow- 
ing corporation’s shareholders rejected a loan commitment in order to preserve 
their subchapter S election to be taxed as a partnership. The present law would 
deny them this election if their stock is owned by other than an individual. We 
feel that it would be advantageous in this connection to expand the subchapter S 
definition to include SBIC’s as permissible stockholders. 

4. Northern California Small Business Investment Co. contemplates a public 
issuance of its own securities as soon as our experience enables us to demon- 
strate a reasonable assurance to our present investors that SBIC’s can operate 
profitably under present conditions. We deem it essential to show a reasonable 
increase or potential increase in net worth before proceeding to obtain public 
financing. Considerable private financing has already been tendered and we 
plan to meet any immediate needs from this source until the above conditions 
are met. 

In conclusion, we should like to state our confidence that SBIC’s should and 
will attain a respected position amongst the various types of financial institu- 
tions. We feel that it is a natural and inherent characteristic of such a pro- 
gram that the participants should proceed with considerable caution. We plan 
to do so in conducting our own business, and feel no desire to criticize Congress 
or the SBA for similarly so proceeding. We have an unqualified respect for 
the legislation, regulations, and administrative procedures enacted to date. We 
appreciate the opportunity to make this statement. 

Respectfully, 
Howarp Ruta, Jr., President. 


SMALL BUSINESS ENTERPRISES, 
San Francisco, Calif., February 18, 1960. 
To the Senate Committee on Small Business: 

The following statement is submitted in compliance with the request of the 
Honorable John Sparkman of January 28, 1960. We have numbered and restated 
the points to be covered as set forth in his letter in order that our answers may 
be as clear as possible. 

1. The time consumed in obtaining your license, and any obstacles that you 
encountered which you regard as significant or unusual. 

Our final proposal to operate was filed on June 3, 1959. Our license was re- 
ceived on November 12, 1959. 

It took something over a year of discussions among officers of Bank of America 
National Trust & Savings Association in consultation with representatives of the 
SBA and others to get our proposal and application in final form, but this delay 
was in no sense due to the officials of the SBA, who were most cooperative and 
helpful throughout. 

2. Your experience since obtaining your license, including a description of any 
loans or convertible debenture financing actually completed or in an advanced 
stage of negotiation and an estimate of the number of loans and financing ap- 
plications received. 

We have as yet made no loans and purchased no debentures. Exhibit A at- 
tached hereto sets forth the history of applications so far submitted and their 
present status. 

3. Whether you have made or are actively contemplating a public issue of 
your own securities. If so, please describe. 

We are not contemplating nor have we made a public issue of our own 
securities. 

4. Your views on the following suggested changes in the law or its 
administration: 
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(a) A statutory tax-deductible loss reserve similar to that now granted sav- 
ings and loan associations. 

We do not feel competent to comment at this stage on this suggestion in view 
of our present. lack of experience. It seems probable that some sort of tax- 
deductible addition to a reserve for losses would be helpful. 

(b) Participation by SBIC’s in regular SBA loans under section 7 of the 
SBA Act, now prohibited by SBA. 

Our company is not particularly interested in participating in section 7 loans, 
at least for the present. It seems to us that section 7 loans are based on a 
different philosophy of help to small businesses than that provided by the Small 
Business Investment Act. 

(c) Permission to SBIC’s to make any form of equity investment in small 
business, removing the present statutory limitation to convertible debenture. 

We feel that permission to SBIC’s to make equity investments in forms other 
than convertible debentures would be desirable as providing additional flexibility 
in our operations. Particularly desirable would be authority to purchase de- 
bentures carrying with them detachable purchase rights. This would enable 
SBIC’s to combine their lending function with an opportunity to make an 
equity investment. 

(d) Permission to collateralize, where possible, convertible debentures now 
prohibited by administrative ruling. 

We should be in favor of such a change again because of the increased 
flexibility which it would provide. In many cases it probably would be im- 
practicable to obtain security for debentures, but in those cases where it would 
be practicable it would possibly enable us to make a purchase which we would 
not otherwise feel as justified. 

(e) Alteration of the present statutory ratio of Government loans under sec- 
tion 303 to SBIC’s from 50 percent of net worth to 100 percent or more. 

We do not anticipate making any section 303 loans and are not, therefore, 
directly concerned with the expansion of the 50 percent limit. We do not, how- 
ever, oppose such an expansion. 

(f) Whether section 303 loans should be secured with specific collateral. 

We see no particular advantage to having section 303 loans secured by specific 
collateral but, as we pointed out in the answer to the preceding question, we 
are not directly concerned. 

(g) Permission to grant restricted stock options to key personnel, now for- 
bidden by administrative ruling. 

The structure of our organization is not such that we should be interested in 
the granting of restricted stock options. We should not object, however, to such 
a provision, provided that appropriate limitations insured its soundness. 


We should not wish our comments on possible amendments to the act to be 


taken to mean that we are in any respect dissatisfied with it as it stands. While 
we entered this field with the present provisions of the act in mind and feel 
now, as we did before, that we can operate under it successfully in its present 
form, we nevertheless should welcome any amendments which would make our 
operations more flexible and enable us more effectively to fulfill our functions. 
Respectfully submitted. 
N. C. O. Broaaer, President. 
ExHisit A 


APPLICATIONS OF SMALL BUSINESS ENTERPRISES SINCE INCEPTION 
(All applications for convertible debentures) 


1. Transactions completed to date.—None. 
2. Applications in final stages of negotiations.—Three. 
(a) A metal fabricator, amount $300,000, repayment terms 3 to 10 years. 
(bv) A storage company, amount $300,000, repayment terms 3 to 8 years. 
(c) A retail chain store, amount $300,000, repayment terms 3 to 10 years. 
8. Other applications in process.—Fanr. 
(a) A resort development, amount $190,000, repayment terms 3 to 10 years. 
(b) A container manufacturer, amount $35,000, repayment terms 5 years. 


(c) A machinery rental firm, amount $150,000, repayment terms 5 to 10: 


years. 
(d) A consulting firm, amount $100,000, repayment terms 5 to 10 years. 
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4. Applications declined.—Five. 

(a) A medical supply company, amount $50,000. 
(b) A resort development, amount $400,000. 

(c) A metal fabricator, amount $300,000. 

(d) A repair facility, amount $50,000. 

(e) A farm equipment dealer, amount $148,000. 

Application forms of Small Business Enterprises were first available on 
November 18, 1959. The first formal application was submitted December 2, 
1959. The above listing of applications refers only to formal applications. From 
our brief history, formal applications are developing at the rate of six per month. 

Interest rates on the above transactions have not been set. It is anticipated 
that they will be in the range of 7 to 8 percent per annum, 


WESTERN SMALL BUSINESS INVESTMENT Co., 
San Rafael, Calif., February 16, 1960. 
Hon. JoHN SPARKMAN, 
Chairman, Select Committee on Small Business 
U.S. Senate, Washington, D.C. 


DEAR SENATOR SPARKMAN: We welcome the opportunity to file a statement for 
the hearings scheduled next week and hope that our opinions, based on 13 
months of experience as a proponent and licensee, will be of benefit to the 
committee. 

Our answers to your specific inquiries will be based on two primary conditions 
which we feel are necessary to the financial success of an SBIC operation: 

(1) Flexibility of action to conduct a proper investment business. 
(2) Sufficient capital to provide both necessary overhead and intelligent 
diversification. 

Prior to our proposal of January 8, 1959, and subsequent to our licensing of 
June 2, 1959, we have enjoyed excellent cooperation of SBA personnel. Yet we 
are concerned with indications of overregulation and impractical administra- 
tion. We seek a prompt and continuous flow of information, but must be free 
from. the expense of unnecessary paperwork on our part. For example, SBA 
loan participation would be another avenue of opportunity, yet we fear redtape 
and frustration since we have never been able to obtain mere credit information 
from SBA files that is normally rendered by the officer of a commercial bank. 

Detachable warrants, stock options, and direct equity investments are among 
highly desirable investment activities. Our inability to collateralize convertible 
debentures has directly resulted in denials of several small business applicants 
whose debentures were otherwise worthy of consideration. Both warrants and 
collateral would encourage the flow of SBI capital into opportunities of select 
debenture situations. 

The broadening of tax benefits is not of as great importance, in our opinion, 
to the licensing and success of SBIC’s, as the problem of capital availability. 
Section 303 loans should be increased to the largest possible extent consistent 


-with congressional and SBA confidence in the program and its licensees. 


This increase in leverage, unhampered by any collateral requirements, we 
believe is the necessary pump to stimulate the flow of SBIC capital which our 
economy seeks. A secondary market for SBIC securities, or other solutions to 
the problem of capital continuity, are already serious considerations of our 
own SBIC. The progress and status of our investment portfolio is described 
below, and indicates the need for future additional capital. We doubt that a 
public issue is practical or desirable at this stage in our development. 

Number of applications or inquiries processed to date: 3438. 

Summary of completed investments: 


6 percent convertible debentures, manufacturing of communication 


CeerpitenG.! 233.225 OG Soy 2g SS) St OSI PR es ee ess $60, 000 
7 percent convertible debentures, manufacturing of scientific equip- 

Se ee eee ee i des Sen cree chee Se tena ae eg ca ee tie SEES hth, eS 60, 000 
10 percent 1st mortgage, recreational developments___.._____...-_____ 60, 000 
10 percent 1st mortgage, shopping center_..............-____. ---____ 60, 000 
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If there is any further information that we can supply in the assistance of 
these hearings, we would be very happy to answer immediate requests. 
Sincerely, 
HARoip L. Moosg, Jr., 
Executive Vice President. 


REGION XIII 


SMALL BUSINESS IMPROVEMENT Co., 
Billings, Mont., March 8, 1960. 
Hon. JoHN SPARKMAN, 
Chairman, Select Committee on Small Business, U.S. Senate, 
Washington, D.C. 


My Dear SENATOR SPARKMAN: Please pardon our delay in answering your 
letter of February 1, 1960, with regard to your survey of the operation of the 
Small Business Investment Act. We delayed the reply so that we could confer 
with other people in our firm and then the writer was out of town extensively 
until yesterday so was unable to get off a reply. 

At any rate, for the record, we will try to give you our opinion of the various 
points which you raised in your letter. 

Item (1): We probably spent more time in obtaining our license than is usual 
because of the fact that the SBA changed the application form after we had 
almost completed our application so it was necessary for us to revise our whole 
application and with the result we had to do many of the schedules over, 

Item (2) : We have not had enough experience yet to comment on this particu- 
lar item. We do not have any hired personnel in the company so have been 
rather slow in getting started. However, we have several prospective loans in 
process now. Two of these are for retail food stores and one is for a transfer 
and storage company. 

Item (3): (@) We would favor a change in the law permitting a tax deduct- 
ible loss reserve because it is very apparent that with the nature of this business 
there will be some losses and prudent management would dictate that such a 
reserve should be permitted. 

(b) We are not particularly interested in participating with the SBA on loans. 

(c) We would favor a change in the law permitting SBIC’s to make any form 
of equity investment in SBC’s. This would give a flexibility that would be very 
desirable because each situation is different and requires such treatment to fit 
the circumstances. 

(d) We believe that the law should be changed to permit collateralization 
where possible when convertible debentures are purchased by SBIC’s. Here 
again it would seem only prudent to allow these companies to obtain whatever 
security they can so as to preserve the funds involved. It should not work any 
hardship on the SBC’s because the SBIC as lending agency should have the wel- 
fare of these businesses at heart at all times and would do nothing in the way 
of taking security that would prevent their expansion and growth. 

(e) We certainly would favor the increase in the statutory ratio of Govern- 
ment loans to SBIC’s from 50 percent of net worth to 100 percent or more. It 
will be rather hard for SBIC’s to find additional capital and about the only way 
they will be able to is to go into a public issue of stock. This, of course, is com- 
Pliecated, costly, and time consuming. Furthermore, an SBIC should have some 
history before attempting a public issue and in the meantime funds would not 
be available for further expansion. 

(f) We can see no reason for this change in the law because if the SBA 
were to require specific collateral, it would tend to make the operation of the 
SBI somewhat inflexible and would prevent them moving as fast as they should 
in changing the paper they hold. 

(g) Weare not particularly interested in this item. 

(h) 1. Probably the most important change that could be made in the present 
law, in our opinion, would be to eliminate the requirement that an SBC must 
purchase stock in an SBIC whenever the SBIC purchases the debentures of 
that SBC. We believe that this is the most bothersome item in the present 
regulations because of the fact that it gives the borrower the impression that 
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we are using a device which appears to be a loading charge. In fact, we doubt 
very much our ability to sell this provision to a prospective borrower. We have 
written about this provision before and hope that something can be done about 
making this change in the law without fail. 

2. We sincerely hope that whatever changes are made in the law, or regula- 
tions, it will be kept in mind that everything should tend to make the SBIC’s 
as flexible as possible in their operation. In this respect we hope that the changes 
in the regulations can be kept to a minimum. Most of these companies will be 
unable to employ fully competent, full-time help for just the operation of the 
company and if it is necessary for those in a management capacity to constantly 
review regulations to be sure that everything is all right, it is going to result in 
a slowdown all along the line. We realize from your letter that some changes are 
desirable and necessary but we hope that the regulations are not constantly 
revised just for the sake of rewording them for some very minor inconsequential 
change. 

Item (4): We will consider a public issue of our stock only when present re- 
sources are exhausted but there is no question but that the day will come when 
we will have to resort to a public issue. 

We hope that this is the information that you wanted and that we were not 
too late to be of some value to you. 

Yours very truly, 
T. N. ReEYNo.ps, President. 


REGION XIV 


CAPITAL FOR SMALL BUSINESS, INC., 
Los Angeles, Calif., February 8, 1960. 
Senator JOHN SPARKMAN, 
Chairman, Select Committee on Small Business, 
U.S. Senate, Washington, D.C. 


DEAR SENATOR: I am very happy to prepare a statement for your committee 
which you requested in your letter of February 1, 1960. Here are my views 
on the points which you asked me to cover: 

(1) The time consumed and the obstacles encountered in obtaining the license 
were reasonable. The SBA acted promptly. This procedure ought not to be 
made easier; the proper operation of an SBIC demands highly qualified pro- 
ponents. These qualified proponents will have no difficulty fulfilling the simple 
requirements of procuring a license. Only the incompetent will have difficulty 
and complain to your committee. 

(2) Our operating experience demonstrates that the overwhelming proportion 
of applicants seek venture equity in enterprises with a high degree of risk. 

(3) Here are my views on proposed changes in the law; most of these I out- 
lined in my letter for the SBA hearings of last summer. 

(a) Statutory tax-deductible loss reserve, similar to that now granted savings 
and loan associations, is not only reasonable and desirable, but is essential to the 
dictates of sound business practice. 

(b) I see no advantage in having SBIC’s participate in regular SBA loans. 

(c) I believe strongly that SBIC’s should be permitted to make any form of 
equity investment and not be restricted to convertible debentures. The statu- 
tory limitation requiring convertible debentures defeats the very purpose of the 
legislation. Convertible debentures are time consuming, exepnsive, and frighten- 
ing to the unsophisticated entrepreneur. The Government would better serve 
the public interest by letting the parties negotiate the form of the equity invest- 
ment. 

(d) I see no reason to prohibit the collateralizing of convertible debentures ; 

(e) The Government should alter the present statutory ratio of Government 
loans under section 303(b) from 50 percent of the net worth to 100 percent or 
more. Here is the simplest and most direct method for the Government to en- 
courage the program without a buildup of Government alministration and with a 
very minor risk to Government funds ; 

(f) I do not believe that section 303 loans should be secured with specific 
collateral. The Government ought not to be burdened with the task of evalu- 
ating and handling such collateral ; 
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(g) SBIC’s are private corporations like any others, and require the same 
incentives including stock options for key personnel. 

(4) We contemplate a public issue of our own securities in about 1 year. 

I quote from my letter to the Senate Committee on Small Business on July 1, 
1959 : 

“The Small Business Investment Act of 1958 inaugurates a new private bank- 
ing institution to provide equity capital for small business. This is an enormous 
task that should be carefully and slowly developed. Your committee ought not 
to be discouraged by what has been referred to as the disappointing record of 
accomplishment. 

“We cannot and should not create a new institution overnight. It is appro- 
priate and essential that this courageous innovation progress slowly.” 

Please do not hesitate to call on me if I can be of any assistance to your 
committee. 

Sincerely yours, 
Marvin L. Bravupe, President. 


REGION XV 


REGIONAL BUILDING INVESTMENT CoRrpP., 
Detroit, Mich., February 25, 1960. 
Hon. JOHN SPARKMAN, 
Chairman, Select Committee on Small Business, 
U.S. Senate, 
Washington, D.C, 

DeaR SENATOR SPARKMAN: Thank you for your kind invitation to submit 
a statement of our views of the small business investment company program, 
to be made a part of the record of the hearings currently being conducted by 
your committee. We should prefer to limit ourselves herein to constructive 


comment on the most pertinent basic considerations. 


1, PERSPECTIVE 


Anyone having had even casual contact with small growth business should 
apprehend the extended horizons afforded aggressive management by the reso- 
lution of its need for term and equity funds. This need, and the opportunity 
to satisfy it, characterizes practically every industry in every area through- 
out the United States. We are repeatedly amazed at the failure of business, 
Government, and financial people generally, and specifically including many 
who are directly involved in the small business investment company program, 
to perceive the vast scope and breadth of its potentials. 

Truly, the small business investment company programs has little need for 
those whose vision is limited, whose paramount objectives are personal, whose 
horizons are prescribed by others, or who may be lacking in daring, conviction, 
imagination, or aggressiveness. 

Stimulated by a quickened awareness of these needs and opportunities, we 
have over the past many months, assayed an evaluation of the framework 
created by the Small Business Investment Act of 1958. Our conclusion: the 
form and the substance of the act represent the product of as much knowledge, 
comprehension, and wisdom as one is likely to find concentrated on any one 
problem, even one of such magnitude. We believe the act is adequate to its 
tremendous purposes. 

2. IMPETUS 


Numerous minor amendments to the act have been proposed, most of which 
relate either to simplyifying and broadening the operations of small business 
investment companies or the affording of additional tax incentives to investment 
therein. These proposals are for the most part constructive and laudable and 
should not be the subject of major controversy. Their prompt enactment will 
facilitate the purposes of the act. The committee staff is well advised on this 
subject and competent to evaluate the proposals, a few of which are embodied 
in S. 2611, already passed by the Senate and now in the House Banking and 
Currency Committee. 
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We were, however, considerably disturbed earlier today to hear the Admin- 
istrator and the Deputy Administrator in their testimony covering many of these 
proposed amendments, including some of those suggested by SBA Special Coun- 
sel Leonard L. Silverstein, profess an inability to formulate or express an opin- 
ion as to the merit of these matters which have been many months under dis- 
cussion. It is devoutly to be hoped that the overall purposes of the legislation 
will not be obstructed as a consequence of disagreement or lack of coordina- 
tion between the Small Business Administration, the Securities and Exchange 
Commission, the Treasury, the Bureau of the Budget, and any other Govern- 
ment agency which may seek a hand in the matter. Conversely, we firmly be- 
lieve it is in the interest of the small business investment company program 
that those charged with its administration take a forthright position and assume 
the responsibilities of leadership, and extend the necessary effort to realize its 
fullest potential. 

Of those amendments to the code and regulations currently under active con- 
sideration, two would appear of especial importance, to wit: 

(1) Abrogation of the rather amazing doctrine that small business invest- 
ment companies do not fall within the definition of “financial institutions,” 
so as to be enabled to participate in section 7 loans with the Small Busi- 
ness Administration. Such participation would immediately affect a vast in- 
erease in the flow of term funds to meritorious small businesses. 

(2) Small business investment companies should be freed of Securities and 
Exchange Commission regulation under the Investment Company Act of 1940, 
which was designed for an entirely different purpose, is in most respects in- 
applicable in the instant circumstance, is particularly and unnecessarily burden- 


some in its prohibition of restricted stock options, and, most importantly, dupli- 


eates regulation provided by the Small Business Administration. It would in- 
deed be tragic to materially burden this program by subjecting small business 
investment companies to the overlapping and potentially conflicting dual regula- 
tion of independent agencies having diverse concepts and philosophies, as a 
memorial to official determination to extend the jurisdiction of one agency into 
every accessible nook and cranny of the economy. 

We wish to suggest two further areas for modification of the present statute 
which have not received general discussion so far as we are aware: 

(1) It is readily apparent that $300,000 is well below the capitalization at 
which any investment company may function satisfactorily. The function of 
providing risk capital to businesses with capacity for real growth should not be 
permitted to degenerate into a nickel-and-dime finance business. It is our view 
that the minimum permissible capitalization should be $1 million, if not more. 
Consideration should be given to providing incentive or assistance to presently 
licensed companies to thus increase their capitalization. Acquisition of the 
necessary capital (and the elimination of capital contributions from the Gov- 
ernment) can be readily accomplished by the addition of ar of the tax 
liberalization provisions now under consideration. 

(2) It should be recognized that in the small business investment company 
program the Congress has created a new limited banking system, to supplement 
the existing banking system in an area not previously well served. Recognition 
of this fact leads to an awareness of the necessity for completing in depth the 
organization of this supplementary banking system for the benefit of small busi- 
ness. Completing such a banking system would necessarily involve Federal 
sponsorship of a rediscount structure, which would control the standards, prac- 
tices, and the availability of funds to its member institutions. 


8. THE MEASURE OF PROGRESS 


The Congress has desiguated the Small Business Administration as the perma- 
nent, independent agency charged with the responsibility, among others, of ad- 
ministering the Small Basiness Investment Act of 1958. It is assumed that the 
agency personnel are generally experienced, able and well motivated, and that 
they have had the full cooperation and valuable assistance of outside talent 
highly qualified in the investment and banking fields. It would be grossly in- 
equitable to judge the progress of the program on the basis of the carpirg and 
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unworthy criticisms resulting from minor irritations of a transient character, 
the natural concomitant of a new program of considerable scope. 

It would be equally unwise to ground an evaluation of the program’s progress 
on an undiscriminating tabulation of licenses issued, proposals received, or 
capital funds made available for lending. 

At this early stage in the program, any meaningful evaluation must derive 
from a subjective determination of the potentials of the existing and impending 
licensees, and the character of those currently being attracted to the program. 
On this basis there is some reason for concern. 

It is our impression that the success of this program will not derive materially 
from those who enter it as a sideline business, encouraged by nonanalytical 
articles in the general press and the offer of matching Federal funds. Rather, 
the development of its real potential will await the enlightened interest of sub- 
stantial and experienced investment people who will gradually become aware of 
the extent of the opportunities associated with the satisfaction of such need. 
In addition to the professional investment people, there are many family fortunes 
committed largely to listed securities as the only available satisfactory invest- 
ment oppertunity. With appropriate tax inducements, small business invest- 
ment companies will afford a welcome investment opportunity in many such in- 
stances. It has been our experience to explore several such situations personally 
and we are able to verify the potential commitment to small business of sub- 
stantial equity funds from this souree—funds which are now available only to 
larger businesses marketing securities through the established exchanges. 

At this moment the need is for leadership—leadership which has the vision 
and vigor to see and to sell the small business investment company program in 
the appropriate marketplace, leadership which will direct the program into the 
proper channels, leadership which will interest the professionals who have the 
experience and the ability to understand and to successfully direct. Without 
such leadership the program will drift, falter, and waste its substance in 
bureaucratic indirection. 

With such leadership the aspirations of the wise men who fathered the Small 
Business Investment Act of 1958 will be gloriously exceeded. 

It is our hope that the views set forth herein may be of interest to the members 
of the committee, that they may be deemed at least in some part meritorious, 
and that we may have effected some small contribution to the program. 

Very truly yours, 
WILLIAM BK. FRANcIs, President. 
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Aprenvix VI 
(Exhibits submitted by SBA at hearing) 
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Exurisit B 


Cost of small business expansion projects by States financed by local development 


companies with section 502 toans 






































Date loan Total Total SBA 
State Development companies authorized project loan portion 
cost amount 
Alabama......... Bay Minette Mills, Inc., Bay Minette, | Jan. 29,1960 | $253,793 | $203,793 | $183, 414 
Ala. 
Industrial Planning Board, city of | Dee. 1, 1959 110, 000 82, 000 82, 000 
Samson, Samson, Ala. 
TD eka he iienncktannseescsdecee 363,793 | 285, 793 265, 414 
Colorado..-....... Greater Lamar Improvement Co., | May 14, 1959 129, 864 i 90, 000 4 90, 000 
Lamar, Colo. 
Georgia_......... Bartow Industrial Development | Feb. 6, 1959 79, 067 62, 000 62, 000 
Corp., Cartersville, Ga. 
Colbert Industries, Inc., Colbert, Ga_.| Nov. 18, 1959 63, 000 51, 000 45, 900 
Gilmer County Industrial Develop- | Apr. 6, 1959 292,032 | 234, 000 234, 000 
ment Co., Ellijay, Ga. 
Jefferson Development Corp., Jeffer- | Feb. 12,1960 | 165,942 | 132,742 132, 742 
son, Ga. 
White Industrial Development Corp., | June 19,1959 | 140, 500 100, 000 100, 000 
White, Ga. 
UN Cg nts Sccccic cst tcalointiies<pics< 740, 541 579, 742 574, 642 
Ras cinccadbaudee Sumner Development Corp., Sumner, | Nov. 4, 1959 73, 365° 60, 000 50, 000 
Iowa. 
NON So csumbel Greater Morris County Development | Apr. 30, 1959 11, 600 10, 000 9, 000 
Corp., Council Grove, Kans. 
Louisiana --.....- Leesville Industrial Development As- | Jan, 22, 1960 53, 041 41, 474 37, 327 
sociation, Leesville, La. 
Minnesota. -_.....| Alexandria Developers, Inc., Alexan- | Nov. 23, 1959 160, 000 90, 000 81, 000 
dria, Minn. 
Barnesville Development OCorp., | Sept, 11, 1959 98, 125 60, 000 54, 000 
Barnesville, Minn. 
Benson’ Industrial Development | Jan, 29, 1960 25, 426 20, 000 20, 000 
Corp., Benson, Minn. 
ND 3.5 a lash poet itihe demand hans 283, 551 170, 000 155, 000 
Mississippi_.....- Yazoo County Industrial Develop- | Nov. 20, 1959 "250, 000 ~ 200, 000 ~~ 200, 000 
ment Corp., Yazoo City, Miss. 
Biissourl . ....cc«- Branson-Hollister Industrial Develop- | May 21,1959 | 126, 447 95, 000 85, 500 
ment Corp., Branson, Mo. 
Chillicothe Industrial Development | June 12,1959 | 350,000 197, 000 177, 300 
Corp., Chillicothe, Mo. 
Poplar Bluff Industries, Inc., Poplar | Jan. 6, 1960 172, 460 105, 000 78, 750 
Bluff, Mo. 
NNO hoe cc aieen tl cikbcahonsaees 648, 907 397, 000 341, 550 
Nebraska........- David City Co., David City, Nebr_..| July 22,1959 | 105,093 | 75,000 | 56, 250 
Norfolk Development Corp., Norfolk, | July 8, 1959 25, 450 18, 250 16, 425 
Nebr. 
Overton Building Corp., Overton, | May 25, 1959 28, 000 21, 000 15, 750 
Nebr. 
Wakefield Development Co., Wake- | Nov. 25, 1959 98, 300 


field, Nebr. 


73, 300 | 65, 970 


ee 8 calecensiebdesseccecunnd 256, 843 187, 550 154, 395 
North Carolina...| Durham Industrial Development Co., | Sept. 11, 1959 70, 981 63, 000 63, 000 
Inc., Durham, N.C. 
Farmers Industrial Development | Mar. 30, 1959 376, 000 275,000 | 247, 500 
Corp., Rose Hill, N.C. 
Richmond County Industrial Devel- | Dee. 21, 1959 250, 000 194, 000 174, 600 


opment Corp., Rockingham, N.C. 
Subtotal (8) <= <.06....052-<<- 





696, 981 


532, 000 485, 100 























Oklahoma.._..... Ardmore Industrial Development | Jan. 14,1960 | 312,500 | 250,000 250, 000 
Corp., Ardmore, Okla. 
Pennsylvania....}| Scranton Lackawanna Industrial | Sept. 9,1959 | 850,000 | 425, 000 250, 000 
Building Co., Scranton, Pa. 
Venango County Industrial Develop- | Dec. 4, 1959 208, 000 104, 000 | 93, 600 
ment Corp., Oil City, Pa. 
ee taal dea ieedecie aed i acacia ata 60, 000 30, 000 27, 000 
IE OD cadcaninsecskeannss a done 559, 000 370, 600 


1, 118, 000 
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Exuisir B—Continued 


Cost of small business expansion projects by States financed by local development 
companies with section 502 loans—Continued 








Date loan Total Total SBA 
State Development companies authorized project loan portion 
cost amount 
- si $$ | ——$___|______|— 

South Carolina...; Manufacturing Enterprises, Inc., | June 22,1959 | $108, 620 $84, 000 $75, 600 
Sumter, 8.C. 

| ee SS ee RS  cenael 80,479 | 61,000 54, 900 

Wagener Holding Corp., Wagener, | Dec. 15, 1958 126, 000 96, 000 76, 800 

N.C. 


wcescnceesceseccosse Se FF 


Subtotal (3) 241, 000 207, 300 


——_—_>_— | 
Tennessee........| LaFollette Development Corp., La- | Sept. 28, 1959 35, 000 28, 000 | 28, 000 
Follette, Tenn, 





—— a j= = 

a Hays County Industrial Develop- | Sept. 23,1959 | 337,180 | 250, 000 225, 000 
ment Foundation, San Marcos, Tex. 

—=—<—<—S|§ | 

a Blacksburg Industrial Facilities, Inc., | May 15, 1959 321, 000 230, 000 207, 000 


Blacksburg, Va. 
Emporia Industrial Development | Feb. 20, 1959 160, 000 113, 000 101, 700 
Corp., Emporia, Va. 


pequnubbaseacnded dlc asdndabouee 481, 000 343, 000 


Grand total (36) 
Percent 


Subtotal (2) 308, 700 











cnet ii 6,107,265 | 4,224,559 | 3, 752, 028 
eee ence a Meee Sc nucstacaasn ae 69, 2 61.4 





Cost of small business expansion projects by States financed by State development 
companies with section 501 loans 








| 
Date loan Total | Total | SBA 
State Development companies authorized project loan | portion 
cost amount 
Rhode Island.-..- Business Development Co. of Rhode | June 29, 1959 | $627,500 | $313,750 | $313,75 


Island, Providence, R.I. 
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ExuHisiT I 
OPERATIONAL MEMORANDUMS 


SMALL BUSINESS ADMINISTRATION 


INVESTMENT DIVISION 
NovEMBER 9, 1959. 
Operational Memorandum No. 1. 
Subject: Procedure for disbursement of subordinated debenture funds (sec. 
302 (a) ) 

It is requested that the following procedures be adopted in connection with 
requests for the disbursement of funds for the purchase of subordinated de- 
bentures by SBA pursuant to section 302(a) of the Small Business Investment 
Act of 1958. Such requests may be made only by licensees having a commitment 
letter, SBA form 444A, from SBA to disburse funds for a subordinated debenture. 

SBA form 420, “Certification and Statement and Request for Funds,” should 
be submitted by the licensee, in triplicate, through the SBA regional office 
serving the area in which the main office of the SBIC is located, when the licensee 
has definite plans for the employment of the forthcoming funds within 1 month. 
It should be noted that a commitment fee of one-twelfth of 1 percent of the 
funds held available for the licensee is charged for each 30-day period or frac- 
tion thereof, after the first 30 days. The commitment charge will terminate, as 
to the amount requested to be disbursed, at the end of that 30-day period (fol- 
lowing the initial 30-day period) during which the disbursement is requested. 
The date appearing on SBA form 420 will be considered to be the date the 
disbursement is requested. 

Disbursement by SBA in purchasing a subordinated debenture will be made 
promptly (usually within 3 days) following receipt of SBA form 420 in the 
Investment Division, SBA, Washington. The date of the transmittal letter 
accompanying the check to the SBIC will serve as the basis for determining 
the beginning of the interest accrual period on the amount disbursed. ° Interest 
will begin on the day following the date of the transmittal letter in conformity 
with the practice of dropping the first day and including the last day of the 
period. Interest will be calculated (a) for each month on the basis of a 30-day 
month (one-twelfth of a year) and 350-day year, and (b) for a fractional por- 
tion of a month on the number of elapsed days, considering every month to 
consist of 30 days. 

DUNCAN H. Reap, Deputy Administrator. 


(Transmittal letter referred to in Operational Memorandum No. 1) 


Be A ID viene encnetee SS mee 
To: The SBIC. 

GENTLEMEN: Enclosed is U.S. Treasury check dated ~--..--________________- 
Pieemennne OF Bo. This check is tendered pursuant to SBA 
nr er eeewoen OY SOG OR 2 requesting disburse- 
ment by the Small Business Administration on the company’s subordinated 
I le ies 

Interest will be computed beginning with the day following the date of this 
transmittal letter. 

Very truly yours, CONTROLLER. 


SMALL BUSINESS ADMINISTRATION 


INVESTMENT DIVISION 
NOVEMBER 16, 1959. 
Operational Memorandum No. 2 
Subject: Repayment of subordinated debentures from borrowed funds. 


A plan has been received wherein the licensee proposes to replace its sub- 
ordinated debenture issued to SBA with obligations for funds borrowed from 
other sources. Such refinancing, which would result in the paid-in capital and 
surplus (including the subordinated debenture) falling below $300,000, is not 
in accordance with the intent of the Small Business Investment Act of 1958. 

Section 302 of the act provides that a subordinated debenture purchased by 
SBA shall be deemed a part of the paid-in capital and surplus of a licensee for 
the following purposes: 
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1. To provide the minimum capital required by a small business investment 
company to operate under the act. 

2. To determine the maximum amount of obligations which may be purchased 
by SBA and outstanding at any one time under section 303(b) of the act (50 per- 
cent of the company’s paid-in capital and surplus). 

8. To determine the maximum amount of obligations and securities acquired 
and for which commitments may be issued by a licensee for any single enterprise 
not to exceed 20 percent of the combined capital and surplus of the small busi- 
ness investment company, pursuant to section 306 of the act. 

In addition, paragraph 107.303-1(a) of the regulations limits, without the 
prior consent of SBA to an exception, the outstanding indebtedness of a licensee 
to four times its paid-in capital and surplus, inclusive of the unpaid balance of 
the subordinated debenture issued to SBA. 

The obligation of a licensee to repay a subordinated debenture purchased by 
SBA under the authority of section 302(a) of the Small Business Investment 
Act of 1958 is absolute and binding in accordance with the terms of the deben- 
ture. Such obligation is not limited to the availability of particular funds for 
its satisfaction. A licensee must have a paid-in capital and surplus (which may 
include a subordinated debenture purchased by SBA) equal to at least $300,000. 
Repayment of the subordinated debenture issued to SBA may not cause a reduc- 
tion of paid-in capital and surplus of a licensee below the statutory minimum. 
Thus, a licensee should be aware of its obligations under such debenture and 
provide for satisfaction thereof in a manner which will not reduce its paid-in 
eapital and surplus below such statutory minimum, in order to assure its status 
as a licensee. 

Duncan H. Reap, Deputy Administrator, 





SMALL BusINESS ADMINISTRATION 


INVESTMENT DIVISION 
NOVEMBER 16, 1959. 
Operational Memorandum No. 3 
Subject : Eligible investments for idle operating funds of SBIC’s 


Regulation 107.308-3 reads as follows: “A licensee may invest funds not 
reasonably needed for current operations, only in direct obligations of, or obli- 
gations guaranteed as to principal and interest by, the U.S. Government.” 

The following marketable securities are eligible: 

U.S. Treasury bonds. 

U.S. Treasury notes. 

U.S. Treasury certificates of indebtedness. 
U.S. Treasury bills. 

The foregoing issues are actively traded daily by bond dealers and many of 
the larger banks and trust companies. They are direct obligations of the United 
States. 

U.S. savings bonds, series E and series H, are direct obligations of the United 
States and, therefore, eligible. U.S. savings bonds are nonmarketable securities. 
Further, any one purchaser, either an individual or a corporation, is prohibited 
from investing in any 1 calendar year more than $10,000 (maturity value) in 
either series; also the return from savings bonds is small if they are held for 
a short time. 

Federal Housing Administration debentures are also eligible as they are 
guaranteed by the United States. They are not as actively traded in the market 
as direct U.S. Treasury obligations and usually would be more difficult to acquire 
and to dispose of. 

Securities of the following Government agencies and other institutions are 
not guaranteed by the United States and, therefore, are not eligible investments 
for idle funds of SBIC’s: 

Federal Intermediate Credit Banks. 

Federal National Mortgage Association. 

Federal home loan banks. 

Federal land banks. 

Banks for cooperatives. 

International Bank for Reconstruction and Development (World Bank), 
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When an SBIC contemplates the investment of its idle funds pursuant to the 
regulation mentioned above, it should satisfy itself that the obligation is a direct 
obligation of the United States or is in fact guaranteed as to principal and in- 
terest by the United States. 

DUNCAN H. Reap, Deputy Administrator. 


SMALL BUSINESS ADMINISTRATION 


INVESTMENT DIVISION 

FEBRUARY 1, 1960, 
Operational Memorandum No. 4 
Subject: Amendments to proposals and license applications. 


The following procedures should be used in the submission of amendments, 
whether such amendments are submitted in response to a letter of comment, a 
notice to proceed, or as postlicensing amendments. 

1. Amendments should be submitted as entire items, exhibits, or par- 
ticular pages of the proposal or license application, using the same size 
paper as in the first submission. 

2. Amendments should be submitted to the appropriate regional oftice of 
SBA, in quintuplicate. 

3. The original of each amendment, whether an entire item, exhibit, or 
particular page, should bear, at the bottom of each page, the date and the 
signature of the person named in item 3 of the proposal or of another au- 
thorized officer or counsel of the proposed operator or licensee ; and the copy 
retained by the proposed operator or licensee should bear the date and the 
signature or initial of the same person. 

Each proponent and licensee is urged to review his copy of the proposal, amend- 
ments, and license application, to make sure that such material is in proper form 
so as to facilitate reference to that material, and to facilitate review by auditors 
or others. The proposal file should include all approved amendments, identified 
and inserted chronologically in their appropriate item places in form 414 or 
form 415, as the case may be. Items superseded by amendments should be re- 
tained in the file, but should be X-ed lightly, and should bear a notation refer- 
ring to the identification of the amendment which superseded them. 

It is important that a licensee's file of license application (which includes 
proposal and amendments) should conform to the SBA file. To this end, it is 
planned to send each licensee a letter similar to the attached exhibit 1. It is 
therefore desirable that licensees, applicants, and holders of notices to proceed 
prepare and maintain their files as described above. 


DunNcAN H. Reap, Deputy Administrator. 
EXHIBIT 1 


Re License No. __---- 
DEAR Mr. ————: The Small Business Administration has reviewed its files 
covering your application for license, including your proposal, to operate in ac- 
cordance with the Small Business Investment Act of 1958 and related regulations. 
Our review indicates that the pertinent portions of your license application 
including the proposal consist of the following documents (illustrative items 
only) : 

1. Proposal, SBA Form 414, dated December 20, 1958, which was super- 
seded by amended proposal, dated March 20, 1959, and cover letter with 
amendments of items 3, 5,7, and 9, dated April 15, 1959. 

2. SBA notice to proceed, dated April 21, 1959. 

3. License application, SBA Form 415, dated July 6, 1959, with covering 
letter dated July 7, 1959, and attachments. 

4. Certification as to election of five directors, dated July 15, 1959. 

5. Letter advising of grant of license, dated July 20, 1959. 

It is suggested that your copies of these documents be kept together in your 
files in chronological order and marked plainly so as to facilitate their identifica- 
tion and ready reference. In this way it is believed that valuable time will be 
saved during the audit and examination of the company. 
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If your files contain copies of the above listed documents, please confirm by 
signing, dating, and returning the duplicate copy of this letter; if not, please 
advise us in detail. A self-addressed envelope, which needs no postage, is en- 
closed for your convenience. 

Yours sincerely, 
DuNCAN H. Reap, 
Deputy Administrator, Investment Division. 
POnermens ow. cucuiul Loe 
BOS nic ddiwribhdmcaine dela Meiiinaedd 
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SMALL BUSINESS ADMINISTRATION 


INVESTMENT DIVISION 

FEBRUARY 19, 1960. 
Operational Memorandum No. 5 
Subject: Size Standard and Loan Purpose Questionnaire. 

The attached questionnaire is recommended for the use of small business invest- 
ment companies in determining eligibility of the borrower with respect to size, 
as defined in SBA Regulation Section 107.103-1, and with respect to purposes 
for which the borrowed funds will be used. 

If the borrower answers “No” to questions No. 2 through 7, and if the facts 
resulting in a “Yes” answer to question No. 1 do not establish ineligibility, it is 
presumed to be a small business concern. 

In addition, the licensee should determine whether the use to be made of 
the borrowed funds and the nature of the borrower's business are in accord- 
ance with the provisions of the act, related regulations, and operational memo- 
randums. Questions No. 8 through 10 will be helpful in this regard. 

Further questions may be inserted in the questionnaire, or added as a supple- 
ment thereto, at the discretion of the licensee. 

In the event financial assistance is approved for the small business concern, 
it is requested that this completed form become a permanent part of the records 
of the SBIC. 

The attached “Size Standard and Loan Purpose Questionnaire” is recommended 
as a guideline for the licensee in establishing its own questionnaire. It is not 
an official SBA form. 

DuNcAN H. Reap, Deputy Administrator. 


Size STANDARD AND LOAN PURPOSE QUESTIONNAIRE TO DETERMINE ELIGIBILITY 
OF SMALL CONCERN FOR FINANCING BY SBIC 


> mes le ca (Zone) —S (State) == (County) ~~ 


Before answering these questions refer to definition of small business concern 
following. 


Yes No. 

1. Is your concern affiliated with any other concern? (See definition [7 
on reverse side. If affiliated, explain fully on attached sheet.) 

2. Do you consider your concern, together with its affiliate, if any, 0 © 
dominant in its field of operation? (A concern is not dominant in 
its field of operation when it does not exercise a controlling 
or major influence in an area of business activity. In determining 
whether dominance exists, consideration shall be given to all 
appropriate factors, including volume of business, number of em- 
ployees, financial resources, competitive status or position, owner- 
ship or control of materials, processes, patents and license agree- 
meuts, sales territory, and business activity. ) 

3. Is any class of your stock traded on an exchange? 

4. Does any class of stock of your concern have an over-the-counter 
market? (Private sales made without a broker-dealer as an in- 
termediary will not be considered sales constituting an over-the- 
counter market. ) 


00 
OO 
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5. Have you sold securities during the past 3 years through public (J 
offering(s), whether or not registered with the U.S. Securities 
and Exchange Commission, for gross proceeds to the concern in 
excess of $300,000? 

6. Do your total assets, together with those of your affiliates, if any, 1) O 
amount to more than $5 million? (Total assets are assets less 
any valuation reserves. ) 

7. Has your total income after taxes, together with the income after [) (J 
taxes of all of your affiliates, if any, averaged over $150,000 per 
annum during the preceding 3 years as reported to the Internal 
Revenue Service? (If a carryover loss has been used in any of 
the 3 preceding years, average income after taxes should be re- 
computed without benefit of the carryover loss. Partnership 
income after taxes shall be considered to be the total of the part- 
ners income after taxes derived from the partnership. ) 

8. Will the funds supplied by the small business investment company [] © 
be invested, loaned, or otherwise transferred by the small business 
concern for use by others in exchange for an equity interest or 
promise to repay? 

9. Will the funds supplied by the small business investment company [| [J 
be used for any purpose contrary to the public interest, including 
but not limited to gambling enterprises and activities, or for any 
purpose which would encourage monopoly or be inconsistent with 
accepted standards of free competitive enterprise? 

10. Will the funds supplied by the small business investment company (] 
be used outside the States? If so, state on an attached sheet 
whether the major portion of your concern’s assets and activi- 
ties—after employment of such funds—will be located within the 
territorial jurisdiction of the United States, and whether such 
funds will be employed only by (1) a controlled foreign subsidi- 
ary of your concern or by (2) branch operations of your concern. 
(“States” include the several States, the District of Columbia, 
and the Commonwealth of Puerto Rico.) 


Certification: I certify that all information contained above and in attach- 
ments hereto is true and complete to the best of my knowledge and belief. 





SBA REGULATIONS (Part 107, SECTION 107.103-1) DEFINITION OF SMALL BUSINESS 
CONCERN 


“Small business concern” means one which is independently owned and oper- 
ated and not dominant in its field of operation. A parent company must be con- 
sidered together with all of its affiliates in determining its eligibility as a small 
business concern. If a concern is a wholly owned subsidiary of another concern 
or is under the control or the potential control of another concern other than a 
small business investment company, it shall be considered an affiliate, and a 
concern may be an affiliate of another concern if both are owned or controlled 
by a third party other than a small business investment company. In deter- 
mining affiliation consideration shall be given to common ownership, common 
management, and contractual relationships. ) 

On a prima facie basis, a concern shall not be considered small— 

1. if its stock is traded on an exchange, whether the exchange is registered 
with the Securities and Exchange Commission or is exempt. 

2. if its stock has an over-the-counter market. Private sales made with- 
out a broker-dealer as an intermediary will not be considered sales consti- 
tuting a public market. 

A concern shall not be considered small if it has at any time within the past 
3 years sold its securities through a public offering, whether or not registered 
under the rules and requirements of the Federal Securities and Exchange Com- 
mission for gross proceeds in excess of $300,000. 
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A concern which has no stock, such as a partnership or proprietorship, or a 
corporation, the stock of which is not traded on an exchange or over the counter, 
shall not be considered as small if its total assets together with all of its affiliates 
amount to over $5 million, or if its total income after taxes, together with all of 
its affiliates, has averaged over $150,000 per annum during the past preceding 
3 years as reported to the Internal Revenue Service. 

A concern which claims that it is small, notwithstanding the foregoing pro- 
visions, may apply to the Small Business Administration, using SBA Form 355, 
for certification as a small business concern. Even though its stock has been 
sold through broker-dealers, a company may submit data as to the number 
of transactions, the number of shares sold, and the number of shares transferred 
without consideration to support its claim that its stock does not have an over- 
the-counter market. Upon certification, a concern shall have the status of a 
small business concern for the purposes of the act and this part. 





Apprrenpix VII 


REPORT OF LEONARD L. SILVERSTEIN TO THE SMALL BUSINESS 
ADMINISTRATION RE FEDERAL TAX ASPECTS OF THE SMALL BUSI- 
NESS INVESTMENT ACT OF 1958 


Part I. REMOVAL OF EXISTING INTERNAL REVENUE CoDE IMPEDIMENTS TO EFFECTIVE 
OPERATION OF SMALL BUSINESS INVESTMENT COMPANIES 


This portion of the report covers those areas of the Internal Revenue Code 
of 1954 (some of which were specifically considered when the act was passed, 
and others of which may not have been specifically discussed), which hinder the 
effective operation of a small business investment company in comparison with 
institutions similarly situated. 


1. PERSONAL HOLDING COMPANY PROVISIONS 


Statement of the problems 


Under existing law, an SBIC is accorded no special treatment as respects the 
imposition of the surtax on undistributed personal holding company income. In 
effect, this tax where applicable, subjects an SBIC to an additional surtax of 
approximately 85 percent on undistributed earnings. Since the basic form of 
income of an SBIC is dividends and interest and since dividends and interest 
constitute typically personal holding company income, SBICs (as the Treasury 
Department has already publicly ruled’) will be considered as personal holding 
companies unless more than five individuals own more than 50 percent of the 
value of the SBIC’s outstanding stock. In the light of the punitive nature of 
personal holding company surtax, the effect of this Classification is to prevent 
many SBIC’s from being formed by family interests, or other small groups of 
shareholders. 


Background 


The surtax on personal holding companies was first enacted by the Congress 
as part of the Revenue Act of 1934.°. The avowed purpose of the surtax, as set 
forth in the report of the Ways and Means Committee, is as follows: 

“Perhaps the most prevalent form of tax avoidance practiced by individuals 
with large incomes is the scheme of the ‘incorporated pocketbook.’ ‘That is, an 
individual forms a corporation and exchanges for its stock his personal hold- 
ings in stocks, bonds, or other income-producing property. By this means the 
income from the property pays corporation tax, but no surtax is paid by the 
individual if the income is not distributed.* 

From the beginning, financial and investment institutions have received ex- 
emption from, or special treatment under, the personal holding company tax. 
Thus, banks, trust companies, life insurance companies, and surety companies 
were exempted under the original 1934 act.‘ In later years, other forms of 


1 See revised rule 59-69, 1959-10, I.R.B., Mar. 9, 1959. 
2See sec. 542(c), I.R.C. (1954) for present provisions. 
3H. Rept. No. 704, 73d Cong., 2d sess., p. 11. 

* See sec, 351, R.A. 1934. 
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financial organizations were similarly excepted, including personal finance com- 
panies licensed under State supervision, other lending companies engaged in the 
small loan business, and industrial loan or investment compaies. Apparently 
considerations similar to those now present in the case of small business invest- 
ment companies prompted enactment of these special rules of personal holding 
company exoneration for finance companies. When the question of extending 
exoneration to industrial banks such as the Morris plan banks was before the 
Congress in 1942, the Ways and Means Committee indicated that ‘‘as in the case 
of personal finance companies and other organizations now exempt, these com- 
panies are not of the type desired to be reached by the personal holding com- 
pany tax.”® In 1950, personal holding company tax exemption was extended to 
loan discount or finance companies engaged in business conducted under State 
supervision, irrespective of whether the company was actually licensed by the 
State. In addition, certain liberalizing rules were adopted relative to the 
maximum amount of small loans which licensed personal finance companies 
could make consistent with the personal holding company tax exemption. The 
Treasury Department took a favorable attitude toward this legislation with the 
statement as follows: 

“It appears expedient to revise [the Internal Revenue Code of 1939] to relieve 
personal holding companies from discriminatory taxation upon that portion of 
their business which is similar to that of other institutions now exempt under 
such section.” ° 

From the foregoing legislative history, it would appear that special exemp- 
tion from the personal holding company surtax for financial institutions is more 
the rule than the exception. Apparently both the Congress and the Treasury 
have consistently recognized that interest income, although typically passive 
income in the hands of an individual investor (or in his incorporated pocketbook ) 
is in effect something different when received by financial institutions “* * * 
which are in fact true operating companies.” ‘ 

At the same time as exoneration from personal holding company surtax was 
extended to finance companies, safeguarding provisions were added to prevent 
such exempted institutions from engaging in significant self-dealing. Thus, 
the aggregate amounts of loans which could be made and remain outstanding at 
any time during the taxable year to a shareholder owning 10 percent or more 
of the stock of the finance company could not exceed $5,000 in principal amount. 
The definition of the term ‘shareholder’ included not only an individual share- 
holder himself but other close members of his family.” Generally, similar re 
strictions are applied to industrial banks under section 542(c) (8). 

Quite obviously, a parallel anti-self-dealing provision should be inserted in 
any proposal relating to SBIC’s. 

It is also true that special relief, short of outright exemption, has been given 
to certain bank affiliates which are holding companies from both the accumu- 
lated earnings tax and the personal holding company tax. These holding 
company affiliates were established under the Banking Act of 1933 and were 
required to invest a part of their funds in “readily marketable assets” other 
than bank stocks. Such investments must have been made out of earnings and 
profits rather than capital of the bank. Under the Revenue Act of 1936, these 
affiliates were given exoneration from the 1936 counterpart of the personal 
holding company tax’ and the surtax on accumulation of earnings. Under 
present law, the deduction for bank affiliates is provided in section 601. 


Recommendation 

In the light of the above legislative history, amendment of the personal hold- 
ing company tax to permit freer operation of a small business investment 
company is indicated provided proper restrictions are included to prevent self- 
dealing between the shareholders of the SBIC and the shareholders of the small 
business concern. This can be accomplished as follows : 





5H. Rept. 2333, 77th Cong., 2d sess., p. 28. 

6 Letter from Acting Secretary of the Treasury Thomas J. Lunch to R. L. Doughton, 
chairman, Ways and Means Committee. See, S. Rept. 112, 81st Cong., 1st sess., p. 2. 

7 See Treasury letter, supra. 

8 L.e., brothers, sisters, spouses, ancestors, and lineal descendants. For some reason, the 
constructive ownership rules do not extend to corporations controlled by such shareholders, 
partnerships, trusts, etc. Apparently, a similar exclusion applies to partners. See 
sec. 544. 

® T.e., the undistributed profits tax. 
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(1) Section 542(c) can be amended to add a specific exclusion from the 
“personal holding company” for “Small Business Investment Act of 1958.” 

(2) An alternative to outright exemption would permit a deduction under 
section 601 in computing undistributed personal holding company income for 
any amounts loaned to or invested in small business concerns by a small busi- 
ness investment company established pursuant to the Small Business Invest- 
ment Act of 1958. 

(3) To eliminate the problem of self-dealing, provision must be added which 
would deny exoneration from personal holding company characterization where 
the shareholders in the small business investment company were also share- 
holders in any of the small business concerns whose debentures the small 
business investment company purchased. To this end, it is recommended that 
personal holding company exoneration (whether by way of specific exclusion 
or special deduction) be restricted to those small business investment companies 
any one of whose shareholders, during the taxable year, does not own 5 percent 
or more of the stock of any company to which the small business investment 
company loans funds or makes investments (through the purchase of convertible 
debentures, etc.). 


2. RELIEF FROM ACCUMULATED EARNINGS TAX 


Statement of the problem 


The accumulated earnings tax, imposed by section 531 of the 1954 Code adds 
a surtax on “accumulated tax income,” as defined ranging from 274% percent 
to 38% percent of accumulated taxable income. Under the present statute, no 
tax attaches except to the extent that total accumulated earnings exceed $100,- 
000. 

Since a small business investment corporation is, by its very title, an invest- 
ment company, the possibility exists that the Treasury Department by regula- 
tion or otherwise may seek to treat such a company as a “mere holding or 
investment company.” Such characterization, if sustained, would subject the 
SBIC to the accumulated earnings surtax on all retained earnings, including 
those received as dividends with respect to debentures which have been con- 
verted into stock.” 

In light of the above interpretative difficulties, clarification of the application 
of the accumulated earnings tax to SBIC’s seems essential. 


Background 


The lengthy history of the accumulated earnings tax, stemming originally 
from the Revenue Act of 1918, discloses that its chief purpose was to prevent 
shareholder from using the corporation as a “basket” in which corporate earn- 
ings could be retained subject only to corporate tax rather than being dis- 
tributed where, in the hands of shareholders, such earnings would again be- 
come subject to an additional dividend tax. 

In 1934, the Congress incorporated certain statutory provisions designed to 
facilitate administration and enforcement of the tax. Thus, under section 
583(a), the fact that earnings and profits of a corporation are permitted to 
accumulate beyond the “reasonable needs” of business is “determinative” of a 
purpose to avoid income tax on shareholders. Moreover, if the corporation is 
denominated a “mere holding or investment company” this fact is “prima facie 
evidence” of the same tax avoidance purpose. In either event, subject to certain 
technical rules introduced in 1954, the burden of proof of avoiding the penalty 
appears to rest upon the taxpayer. 

The present Treasury interpretation respecting the phrase “mere holding or 
investment company” is found in the regulations, wherein such a company is 
described as follows: 

“(c) Holding or investment company.—A corporation having practically no 
activities except holding property and collecting the income therefrom or invest- 
ing therein shall be considered a holding company within the meaning of section 
533(b). If the activities further include, or consist substantially of, buying and 
selling stocks, securities, real estate, or other investment property (whether 
upon an outright or marginal basis) so that the income is derived not only from 


It should also be observed that, by reason of sec. 535(b) (6), long-term capital gains 
are allowed as a deduction in computing tax income. As a result, any profits realized from 
sale of debentures or stock or other items which are treated as long-term capital gains to 
an SBIC would be excluded from the application of the accumulated earnings tax. 
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the investment yield but also from profits upon market fluctuations, the corpora- 
tion shall be considered an investment company within the meaning of section 
533 (b).” 7 

As can be seen from a reading of the quotation, a company may be denom- 
inated a mere holding or investment company only if it has “practically no 
activities” except holding property and receiving income therefrom. An addi- 
tional disturbing element is the fact that the company derives profits from 
market fluctuations as well as income yield. Presumably, an SBIC which 
maintains a portfolio of convertible debentures and stock acquired by reason 
of conversion would be considered as realizing income by “holding property and 
collecting the income” and from market fluctuations due to exercise of the con- 
version privilege or otherwise. 

In short, the present language of the regulations raises serious questions as to 
whether a small business investment company may not run afoul of the “mere 
holding company” classification. 

One fact which could operate favorably would result if the SBIC engaged in 
substantial counseling services or entered upon other authorized activities un- 
related to mere investments. In such a case the test is of course one purely of 
fact depending upon the extent and nature of the “outside activities.” How- 
ever, there are various court decisions which would uphold such a nonholding 
company clarification.” 

Even assuming the SBIC were to avoid characterization as a mere holding 
or investment company, the additional hurdle exists as to whether its earnings 
and profits are in fact used for reasonable needs of the business as and when they 
are invested in small business concerns. Obviously, such investments are con- 
sistent and in furtherance of the “primary function” of the SBIC, i.e, “to provide 
a source of needed equity capital for small business concerns * * *.” 

Such earnings should accordingly be regarded, under the Internal Revenue 
Code, as having been used for the reasonable needs of the business. Unfor- 
tunately, however, even this activity may conflict with the literal language of the 
regulations which states: 

“However [unless an 80-percent subsidiary relationship is established], invest- 
ments by a corporation of its earnings and profits in stock and securities of 
another corporation is not, of itself, to be regarded as employment of the earnings 
and profits in its business.” ™ 

In another portion of the regulations“ it is provided that investments in 
stocks or securities which are unrelated to the activities of the taxpayer cor- 
poraion” * * * will generally be considered as accumulations beyond the rea- 
sonable needs of the business.” [Italic supplied.] 

There are doubtless other portions of the regulations which need clarification 
in the light of the special practices of the small business investment companies. 


Recommendations 


Although consideration has been given to a proposal which would totally 
exonerate small business investment companies from accumulated earnings 
tax, no such recommendation is made. If in fact the SBIC generates taxable 
income from activities unrelated to its investments in small business concerns, 
there seems no reason why such earnings should not be subjected to the accu- 
mulated earnings tax in the same manner as any other corporate profits. On 
the other hand, to the extent that the SBIC’s earnings are committed to invest- 
ment in small business concerns, relief from the surtax should be accorded. 
In addition, the general ambiguity and apparent overlapping of the investment 
purpose of the Small Business Investment Act with the tax regulations as dis- 
cussed should be eliminated. To this end, it is recommended. 

(1) That the regulations be clarified to make clear that they do not apply to 
a small business investment company licensed pursuant to the Small Business 
Investment Act of 1958. 

(2) That section 601 be amended to authorize a deduction in computing 
accumulated taxable income under section 535(b) in an amount equal to all 
earnings and profits of SBIC committed to the purchase of debentures, loans 
or other forms of investments in small business concerns as authorized by the 
Small Business Investment Act of 1958. 


11 Proposed regulations, sec. 1.533-1(e). 

12 See, e.g., Bradford-Wonderly Investment Company v. U.S. (D.C. Colo., 1957); Jacob 
Sincoff, 20 T.C. 288 (1953). 

18 See, proposed regulations 1.537—3(b). 

%4 Proposed regulation 1.537—2(c) (4). 
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3. DEDUCTIBILITY OF AMOUNTS PAID BY SMALL BUSINESS CONCERN ON CONVERTIBLE 
DEBENTURES 
Statement of the problem 

Under section 304 of the Small Business Investment Company Act, it is pro- 
vided that “it shall be a primary function of each small business investment 
company to provide a source of needed equity capital for small business con- 
cerns * * *” The act further states that: “Capital shall be provided by a 
company to a small business concern this section only through the purchase 
of debenture bonds * * *” 

From a Federal tax standpoint, a distinction of vast significance exists de- 
pending upon whether the relationship between a corporation receiving funds 
(i.e., the small business concern) and the person placing the funds therein 
(i.e., the SBIC) is that of debtor-creditor or corporation-shareholder. If the 
relationship is that of debtor and creditor, the obligor (i.e., the small business 
concern) may deduct amounts paid as “interest” with respect to its debt (i.e., 
the debenture). If the relationship is that of shareholder and corporation, 
then amounts paid with respect to the debenture, whether or not denominated 
as “interest”, will not be deductible by the small business concern, but will be 
paid to the SBIC as a dividend after tax has been paid on earnings by the small 
opusiness concern. From the standpoint of the SBIC, if it receives amounts paid 
with respect to the debenture as true “interest”, it is taxable in full as ordinary 
income upon such amounts. On the other hand, if it receives the amounts paid 
with respect to the debentures as “dividends”, then by reason of section 243 (b) 
of the 1954 Code, no tax is payable on the amounts received (due to the fact 
that the SBIC is allowed a deduction equal to 100 percent of the amount of the 
dividends received). 

The substance of all of the foregoing may be summarized by stating that if the 
“debenture” is treated as debt with respect to which interest is paid by the 
small business concern, the burden of Federal tax is placed upon the small 
business investment company. On the other hand, if the amounts paid with 
respect to the debentures are treated as dividends, the burden of the Federal 
tax is placed upon the small business concern. 

If, as is present in the ease of the convertible debentures authorized under 
section 304 of the Small Business Investment Company Act of 1958, ambiguity 
exists as to whether any such payments are in fact interest or dividends, then 
it is not possible to determine at the time of payment on which entity—the 
small business concern, or the SBIC—the tax impact will fall. Obviously, 
neither the cost of financing a small business concern nor the cost of such con- 
cern’s doing business is ascertainable unless this situation can be clarified. 


Background 


No area of the tax law has been more productive of litigation, of confused 
administrative practice and taxpayer uncertainty than that concerning the dis- 
tinction between debt and equity. The crucial significance of the distinction 
stems in large part from the fact that interest is deductible to the payor whereas 
dividends are not, but also from the additional problem that amounts paid 
in retirement or satisfaction of indebtedness are not taxable to the recipient 
unless and until the amount invested by the recipient is recovered, whereas 
amounts paid with respect to stock in redemption thereof may be taxed as a 
dividend to the recipient, even though the cost of the stock to the shareholder 
has never been recovered. 

The tax rules which have been developed by the courts in attempting to draw 
an administerable line to distinguish debt from equity are uncertain of appli- 
cation and depend upon factual elements.” No specific rule of the Internal 
Revenue Code provides any standard, although a helpful test has been suggested 
by the advisory group to the House Ways and Means Committee and is now 
under study.” Even here, however, the test suggested is one of minimum com- 
pliance and does not purport to be a complete solution to the entire problem. 

No useful purpose would be served by reciting or reviewing the numerous 
court decisions dealing with this problem. It can be stated that their combined 
effect is to destroy any reasonable degree of predictability as to the tax charac- 
teristics of a given instrument. 





% Gilbert v. Commissioner, 248 F. 24 399 (2d Cir. 1957). 


i oo “Report on Corporate Distributions and Adjustments,” Dec. 11, 1958, 
p. 23-24, 
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The problem is aptly illustrated when considered in terms of convertible 
debentures issued pursuant to section 304 of the Small Business Act. These 
debentures are authorized under a statute, the prime function of which is to 
provide a source of much needed “equity” capital. For tax purposes, the 
designation of the debentures as equity instruments would suggest a risk inter- 
est on the part of the owners. On the other hand, the debentures bear interest 
at a fixed rate and must have stated maturities of not less than 5 years. 

The conversion feature which enables the debenture owners to become owners 
of the business at their option suggest an investment risk element not nearly akin 
to equity capital. In addition, certain other factors, which are often determina- 
tive, such as the ratio of debt to stock in terms of the small business concern’s 
total capitalization cannot be known except in specific factual situations. 

While on balance a review of the various restrictions governing issuance of the 
convertible debentures suggests that, notwithstanding their equity designation, 
they are intended to reflect true debt prior to conversion, no cerainty could be 
achieved in this regard without a specific statutory rule. 

Recommendations 

In order to eliminate uncertainty as to the debt or equity characterization of 
debentures purchased by SBIC’s, it is recommended that— 

(1) A new section, such as section 249, be added to the code to provide for a 
deduction for amounts paid with respect to convertible debentures acquired pur- 
suant to section 304 of the Small Business Investment Act of 1958. 

(2) In the event that section 317 of the 1954 code is amended as recommended 
along the lines recommended by the Advisory Group on Subchapter C Con- 
vertibles, it is recommended that such definition be expanded to include as “in- 
debtedness of a corporation debentures issued or acquired pursuant to section 
304 of the Small Business Investment Act of 1958.” 

(3) In the event that further legislative changes are recommended in the 
Small Business Investment Act itself, under which the issuance of other forms 
of stock or debt obligations are authorized (such as debentures with detachable 
warrants, etc.), consideration should be given to the specific designation of such 
items as debt or equity instruments. 


4. COLLAPSIBLE CORPORATIONS 


Statement of the problem 


Under section 341 of the present Internal Revenue Code, if 2 corporation is 
considered a “collapsible” corporation, any profits realized from the sale of its 
stock or its liquidation are taxed as ordinary income rather than capital gain. 
Due to technical reasons under section 341, not only may an operating company 
constitute a collapsible corporation but, by reason of very broad language, any 
holding company which owns stock in a collapsible corporation may, in turn, be 
regarded as “collapsible.” If this occurs, any profits from sale or liquidation 
of the holding company would be treated as ordinary income. Since a small 
business investment company constitutes a holding company under the collapsible 
corporation statute, it is entirely possible that their shareholders (if they own a 
5-percent interest of the SBIC’s stock) may be prohibited from selling their 
stock. 

Clarification of the status of an SBIC under the collapsible corporation laws 
seems highly desirable. 


Background 

The collapsible corporation provisions were first enacted as part of the Reve- 
nue Act of 1950 (see sec. 212(a) R.A. 1950) to prevent the use of the corporate 
form as a device to convert ordinary income into long-term capital gain. 
Although it was reasonably clear that the typical situation against which the 
collapsible statutes were framed were directed at temporary corporations in the 
motion picture and real estate fields, the statutory language encompassed a much 
wider scope of potential application. The courts, since enactment of the col- 
lapsible corporation legislation, have been extremely liberal in their interpreta- 
tion and thus far have been zealous in finding collapsibility in a number of real 
estate situations.” Although, as part of the Technical Amendments Act of 1958,” 





17 See, e.g., Glickman, 256 F. 2d 108 (2d Cir. 1958), and related cases. 
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the broadest impact of the collapsible statute has been somewhat circumscribed, 
its application still leaves vast areas of uncertainty. To remedy this, the 
advisory group to the Ways and Means Committee on Subchapter C has recom- 
mended complete revision of the collapsible corporation statute.” However, this 
proposal does not specifically focus upon the instant problem. 

As a result, shareholders in an SBIC who own (with their families, con- 
trolled corporation, etc.) a 5-percent interest or more in the SBIC could 
not sell their stock or liquidate the SBIC without threat of ordinary income 
tax on the entire profit.” 

At the present time, the connection between an investment corporation which 
is licensed as a small business investment company and the collapsible corpora- 
tion statute generates from the language under section 341(b) (1) which provides 
that a collapsible corporation includes a corporation used to hold stock in 
another corporation which is itself collapsible. As explained by the House 
Ways and Means Committee in its report on the original collapsible corporation 
statute : * 

“It will be noted that the term ‘collapsible corporation’ is so defined as to 
include corporations lending themselves to the attempted tax-saving practice 
outlined above, whether they are the corporations commencing and completing 
the project or corporations made use of as holding companies having no other 
business than to separate the shareholders from the corporation undertaking the 
project.” [Emphasis supplied. ] 


The explanatory material above quoted would suggest that the purposes which 
underlie formation and operation of SBICs differ somewhat from those which 
led the Congress, in 1950, to include holding companies within the collapsible 
corporation scope. Thus, where the SBIC itself does not own stock in corpora- 
tions in which its own shareholders have an interest (the so-called self-dealing 
area), the SBIC’s business is clearly other than that of “separating” the share- 
holders of the SBIC from the collapsible operating corporation. Moreover, since 
the operating company is itself collapsible, sales of its stock will be restricted by 
the direct application of the collapsible corporation provisions themselves, and 
ordinary income tax will ultimately be collected on all of the earnings of that 
corporation. 


Recommendation 

Because of the inherent complexities in the collapsible corporation field, it 
should be recognized that no recommendation for legislative change, particularly 
for clarification in a specific area, can be regarded as completely satisfactory. 
Necessarily, until complete overhaul of the statute is actually achieved, any 
suggestions must necessarily (as did the 1958 legislation) compound exception 
with exception. This fact, however, should not deter some change in section 
841 directed specifically at small business investment companies, since without 
it, every stock sale by a shareholder, who actually or constructively owns 5 
percent or more of the stock of an SBIC, may be shrouded with the threat of 
ordinary income tax on the entire gain realized. 

At the same time, it is not believed that any legislative change is appropriate 
with respect to sales, exchanges, or liquidation distributions of stock of small 
business concerns in which the SBIC has made investment. While it is true 
that the effect of such a rule may “lock in” the SBIC in certain of the growth 
companies in which they have invested and in which they own over 5 percent 
or more of the stock, nevertheless, to suggest a special rule here would place 
small business investment companies, in their capacity as shareholder, in a 
status far different from that of any other shareholders. If it is ultimately 
determined that such a change is desirable in order to achieve maximum invest- 
ment in small business investment companies, then it is suggested that any 
special relief be accorded SBIC’s only with respect to sales or exchanges of stock 
and not as respects liquidating distributions. 





18 Sec. 18, adding sec. 341(e) to the code. 

1 See Revised Report, supra, p. 35, et seq. 

” Although it is possible, depending on many factual circumstances, that the share- 
holders could prove that at least 30 ens of the profit from sale or liquidation of the 
SBIC stock was attributable to something other than “collapsible” property owned by the 
collapsible corporation or was realized more than 8 years after the manufacturing, etc., 
activities, the application of these special exceptions (the so-called 70-percent rule under 
sec, 341(d)(2), and the 3-year rule under sec. 341(d)(3)) is not at all clear. 

*1 See H. Rept. 2319. 81st Cong., 2d sess., p. 96, 
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In light of the above, the following is recommended : 

(1) At the SBIC investor level.—In order to protect shareholders in SBIC 
from threat of collapsible corporation characterization, section 341(b) (1) 
should be amended to except from the collapsible corporation definition an 
SBIC where the shareholders in the SBIC own less than 5 percent of the stock 
of small business concerns to which the SBIC has loaned or invested funds 
which are also collapsible corporations and where the SBIC together with the 
shareholders do not own 50 percent of the stock. In this way, relief from 
collapsible corporation threat will be accorded those situations in which the 
small business investment company itself does not control the small business 
concern (i.e., the potential collapsible corporation) and in determining whether 
such control exists, the stockownership of both the SBIC and its shareholders 
will be examined. Thus, if the SBIC is owned by shareholders who have no 
stock interest in the small business concern, sales of stock in the SBIC can be 
made free of collapsible corporation restrictions unless the SBIC itself actually 
or constructively owns at least 50 percent of the small business concern. On 
the other hand, if shareholders of the small business investment company are 
also shareholders of the small business concern, the holdings of both (over 
5 percent) will be aggregated to determine whether control of the small busi- 
ness concern in fact resides in the SBIC and its shareholders as a group. 

(2) At the small business concern level.—As has previously been indicated, it 
is not recommended that carte blanche freedom from collapsible corporation 
be given to an SBIC owning stock in a small business concern which in turn 
may also be collapsible. On the other hand, if it is desired, as a matter of 
overriding policy to permit SBIC’s to shift equity positions in various growth 
companies with maximum freedom, then some changes are indicated. If this 
is desired, it is suggested that the same 50-percent ownership test be applied, 
Thus, SBIC would sell stock of a small business concern, whether or not col- 
lapsible, if it owned less than a controlling interest (actually and construe- 
tively and including the ownership in the small business concern held by the 
shareholders of the SBIC). At the same time, an additional restriction could 
be added which would require that within a given period (such as 6 months), 
the proceeds from such a sale be reinvested in another small business concern, 
Such a rule would insure that any proceeds of the sale of a collapsible corpora- 
tion would be reinvested in new growth situation rather than become distributed 
to the shareholders of the SBIC subject to the special tax rules recommended 
elsewhere. 

5. ESTABLISHMENT OF STATUTORY BAD DEBT RESERVE 


Statement of the problem 


Under the program initiated by the Congress, it is to be anticipated that the 
principal assets of a small business investment company will be devoted to the 
purchase of debentures in the small business concerns. In some instances, these 
debentures will be convertible into a stock interest; in other cases, it is understood 
that the small business investment company may take a debt position without 
exercising the conversion privilege. In both instances, the relationship of the 
small business investment company to the small business growth concern is 
intended * to be that of debtor and creditor. Under the present Internal Revenue 
Code structure, the small business investment company is entitled to an ordinary 
loss deductible in full against ordinary income (rather than a nondeductible 
capital loss) in case any of such convertible debentures are sold or otherwise 
disposed. Presumably, a similar rule would apply to losses on convertible 
debentures due to worthlessness.” On the other hand, banking institutions gen- 
erally (which for Federal income-tax purposes includes savings and loan asso- 
ciation )* do have such benefits. 

In consequence of the above, a small business investment company—which by 
its very nature will engage in high risk situations through the purchase of 
convertible debentures—will have no opportunity to average out its losses by the 
establishment of a bad debt reserve against such items or to write off their 
partial worthlessness. 


2 This assumes that the law is appropriately clarified. 

23 Sec. 1243 suggests that the ordinary loss treatment is to apply to all losses. Cf., how- 
ever, sec. 582(c) which grants a specific ordinary loss in a case of sales or exchanges of 
bonds, debentures, ete., by banks, but makes no reference to an ordinary loss resulting from 
worthlessness which is covered more specifically by sec. 582(a). There it is provided that 
a bank is entitled to a bad debt deduction upon the partial or total worthlessness of & 
debenture and, further, can establish a bad debt reserve under sec. 166(c). 

*% See sec. 581, I.R.C., 1954. 
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Background 


Under the general rule of section 166 taxpayers other than banks are not 
entitled to charge off as partially or worthless debts, or to establish a reserve 
against debts which are “evidenced by a security,” i.e., an item such as stock 
rights or bonds, debentures, notes, etc.” The rule making the bad debt (and bad 
debt reserve) provision inapplicable to such documents as debts represented by 
debentures was added to the law as part of the Revenue Act of 1938.” The reason 
for the rule is very clearly spelled out in the report of the Ways and Means 
Committee accompanying the 1938 act.” It is there pointed out that prior to 
the 1938 act losses resulting from the partial or total worthlessness of debentures 
would be treated as ordinary losses whereas losses from the sale or exchange of 
such items would be treated as capital losses. Apparently, in 1938 the House 
initially regarded both forms of loss as capital in nature and therefore withdrew 
the right of partial and direct chargeoff as well as the accompanying rights to 
the establishment of a bad debt reserve against such items in order to equate 
the treatment of losses with capital treatment already accorded gains. Before 
the bill became law, however, an amendment which made all of the foregoing 
jnapplicable to banking institutions was added by the conference committee.” 

As of 1938, therefore, taxpayers other than a bank received capital loss 
treatment on the sale, exchange, or worthlessness of debts (such as a debenture) 
represented by a security whereas a bank received ordinary loss treatment on 
the worthlessness of a security but capital loss treatment on a sale, exchange, 
or other disposition. 

In 1942” the Congress completed the full circle as to banks and provided 
that the sale or exchange of debt evident by a security by a bank would be en- 
titled to an ordinary loss deduction. As respects SBIC’s anomaly is presented 
that the SBIC can deduct, under section 1243 of the code, losses on its de- 
bentures when they are realized through sale or exchange (and perhaps through 
ordinary partial or total worthlessness) but are denied the right to establish 
a deductible loss reserve with respect to them. 

Treatment consistent with that accorded banks would permit SBIC’s to 
establish such a similar reserve. On broader policy grounds, such a reserve 
would seem appropriate. Debentures will be a major form of investment by 
the SBIC. Since the risk situations will be high, losses are to be anticipated. 
It seems appropriate that the tax laws take account the dictates of prudent 
management in this area, by permitting the proper reflection of these losses in 
computing income through the establishment of an annual charge for an addi- 
tion to a bad debt reserve. 


Recommendations 


1. Section 1248 should be amended to insert a provision comparable to sec- 
tion 582(a) which would make clear that a small business investment corpo- 
ration will be entitled to a reserve against debts represented by debentures and 
a deduction similar to that given banks for partial and total worthlessness. 

2. Section 1243 should be further amended to clarify its terms to make clear 
that the losses referred to in section 1243 as presently written cover sale, ex- 
change as well as worthlessness. 

3. Additional problems in establishing a standard against which a loss reserve 
can be maintained are always presented in the case of financial institutions. 
This is specifically provided for, in the case of mutual savings banks and savings 
and loan associations by statute and expressed as a percentage of deposits or 
shares.” This form of treatment is not recommended as respects small business 
investment companies, but rather a provision somewhat along the lines of that 
made administratively available to banks.” 

This reserve is determined by reference to the actual loss experience of the 
financial institution. A similar form of reserve is appropriate in the case of 
small business investment companies. However, since the SBIC’s have no his- 
tory, it is recommended that some representative percentage of the amount of 
the debentures be available as a loss reserve deduction. Such a percentage could 
be framed in terms of a ceiling as respects income and a ceiling as respects the 





®Sec. 165(g) (2). 

*% See R. A. 1938, sec. 23(g), 23(a). 

7 See H. Rept. 1860, 75th Cong., 3d sess. (1938). 
*% See H. Rept. 2330, 75th Cong., 3d sess., C. 35. 
*® See R.A. 1942, sec. 150(d). 

® See sec. 593. 


* See Mimeograph 6209, 1947-2, C.B. 26. 
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amount of debentures. Thus, the SBIC would be permitted to deduct up to 5 
percent, for example, of its taxable income provided such amounts were main- 
tained as a bad debt reserve in an aggregate amount not exceeding 5 percent of 
the face amount of debentures purchased by the SBIC. 


Parr II. LEGISLATIVE PROPOSALS TO CREATE AFFIRMATIVE INCENTIVES FOR 
STOCKHOLDERS OF SMALL BUSINESS INVESTMENT COMPANIES 


This part of the report is directed at the development of special tax incentives 
under the Internal Revenue Code which will operate, through the tax benefits 
therein developed, to create an affirmative inducement on the part of potential 
investors to place funds at risk in a small business investment company. 

To the extent possible, these proposals have been framed so as to operate 
within the existing code structure and to reflect a tax policy which will, in the 
long run, not impair the Federal revenues, but on the contrary, may through the 
increased amount of capital to be placed at risk in business enterprises, will 
generate additional income for the Federal tax stream. 

It should also be added that the proposals do not contemplate treatment of a 
small business investment company as a mere “conduit”? which would not itself 
be a taxpaying entity. While some argument can perhaps be made for the 
formulation of such a proposal, it is not believed, on balance, that the conduit 
approach is necessary or useful. Since any income received by way of dividends 
from most corporations can be treated effectively free of tax (through the 100- 
percent dividends-received deduction), the only remaining elements of contem- 
plated taxable income represent items derived from counseling fees and interest 
income from debentures. Assuming that the personal holding company pitfall 
can be avoided in reasonable situations, that reasonable reserves may be estab- 
lished to meet reasonably anticipated losses of the small business investment 
company, and generally in view of the special shareholder-level inducement set 
forth below, there seems no further reason for any other corporate level or small 
business investment company level tax benefits. 

In general, the proposals which follow are designed to provide the share 
holder level something more than the negative benefits of the deductible tax 
cushion which now exists (i.e., through the ordinary loss deduction allowable 
only upon realization of actual losses). 

These proposals are: 


1. PREDIVIDEND TAX RETURN OF CAPITAL INVESTMENT 

Proposal 

Amend sections 316 301, 1016, and other applicable sections of the 1954 code 
to provide that distributions by a small business investment company to a share 
holder (including stock redemptions) will not be taxed as a dividend until all or 
a part (such as 50 percent) of a shareholder’s investment in a small business 
investment company has been recovered. Such a rule would be limited to share 
holders actually contributing capital to an SBIC and therefore would not apply 
to shareholders purchasing stock from another shareholder of an SBIC. 

The proposal would further provide that any such return-of-capital distribu- 
tion would reduce the cost basis of the shareholder’s stock. 


Discussion 


The foregoing proposal would operate to permit original investors in a small 
business investment company to recover their capital contribution before becom- 
ing subject to the payment of a dividend tax on any earnings of the SBIC. In 
effect, this provision would reverse the rule of existing law by taxing corporate 
distributions after capital investment has been recovered rather than before as 
now occurs.” 

Any amounts so recovered as a return of capital would reduce the basis of 
the stock. Thus if a shareholder invested $10,000 in an SBIC and recovered 
$6,000 in distributions, such $6,000 would not be taxed upon receipt but would 
operate to reduce the shareholder’s basis to $4,000. If the stock were later sold 
for $5,069 a capital gains tax of $1,000 would be payable.” 


#@From a revenue cost standpoint, the proposal does nothing more than treat stock 
redemptions in the same manner as is now permitted with respect to retirement of cor- 
porate indebtedness. 

3% Assuming the SBIC shareholder was not a dealer in stocks. 
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It is to be noted that, under the proposal, the right of tax-free return of in- 
vestment is available only to persons making an actual capital contribution in 
the SBIC and is not available to purchasers from shareholders. This restriction 
will not only limit the potential scope of the new rule, but will also be consistent 
with the overall policy to stimulate the contribution of funds into the SBIC for 
further investment in small business concerns. An additional restriction can be 
added if desired which would limit the predividend tax return of capital rule 
to a specific dollar amount per taxpayer, or a specific percentage amount of the 
capital contributed or both. 


2. CAPITAL GAINS “PASS THROUGH” 
Proposal 
Add a new section to the 1954 code (Similar to that contained in section 
851(b)(3)) which would permit a small business investment company to pay 
a “capital gain dividend” to its shareholders, or in lieu thereof to retain capital 
gains, pay the tax thereon and add the amount of such capital gain to the cost 
of the shareholders’ stock in the SBIC. 


Discussion 


The function of the above proposal is to give “regulated investment com- 
pany” treatment to shareholders in a small business investment company, on 
the grounds that SBIC’s are in essence investment companies and subject on a 
substantial measure to Government regulations. Since the Congress has al- 
ready granted SBIC’s the right to receive tax-free dividends from most other 
corporations, the further privilege of ‘passing through” any realized capital 
gains to shareholders follow as a correlative proposal. If it is desired to limit 
the scope of this proposal, it could be restricted to that portion thereof (cor- 
responding to sec. 852(b) (8) (D):) which permits a stepup in the basis of shares 
by the amount (less capital gains tax) of any undistributed long-term capital 
gains. This more restrictive rule would be consistent with the overall policy to 
keep SBIC earnings continually invested in small business concerns. At the 
same time SBIC shareholders would receive the benefits thereof as if the capital 
gains distribution had been made and the proceeds (less taxes) had been 
reinvested in the SBIC for further investment in growth companies. If such a 
rule is introduced correlation of its application would be required to make 
clear that any later distributions from the SBIC to its shareholders “out of” 
such reinvestment capital gains would not be taxed as an ordinary dividend. 


3. ESTABLISHMENT OF SBIC INVESTORS’ LOSS RESERVE 
Proposal 

1. Amend section 1242 to permit an original investor contributing capital to 
small business investment company to deduct amounts placed in a loss reserve 
with respect to a portion of his SBIC stock. 

2. Provide further that amounts placed in such reserve would be subject to 
ordinary income tax upon sale or other disposition of the SBIC stock. 
Discussion 

This proposal—which would doubtless temporarily reduce revenues—is de- 
signed to permit SBIC investors to anticipate a portion of the potential losses 
(through establishment of a deductible tax reserve) rather than to defer such 
deduction (under sec. 1242) until such later time as any losses are actually 
realized. 

The effect of the instant proposal is to permit a portion of a taxpayers in- 
vestment in SBIC to be made with pretax dollars. At the same time any 
amount so deducted would be recovered by the revenues if, as, and when the 
stock is sold or given away. The revenue cost, if any, amounts to a deferral of 
the income tax on the amounts thus placed in the loss reserve. If, as later 
events develop the stock actually becomes worthless, no revenue costs result 
since the loss, now actually realized, would be deductible under section 1242 
of the existing law. 

On the other hand, if the stock is sold for a price which indicates “recovery” 
of the reserve, the deduction which previously reduced taxable income would 
be reversed and the amounts so deducted would then be treated as gross income. 

An example of the operation of this proposal, assume that X invests $10,000 
in an SBIO and establishes a $5,000 loss reserve against such investment. No 
distributions are received from the SBIC but the stock is sold for $10,000 in a 
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later taxable year. X is taxable for $5,000 in such later taxable year of sale. 
If the sales price were $5,000 X would realize a capital loss of $5,000 and 
ordinary income (by reason of his disposal of the reserve) of $5,000. Neces- 
sarily special provision would have to be made in the case of SBIC investors 
holding stock at death. In such a case amendment could be made to section 691 
treating any “recovery” of the reserve as income in respect of a decedent. A 
similar rule taxing the amount in the reserve would also apply in the case of 
gift. 

The immediate revenue impact of the deduction under application of the logs. 
reserve can be controlled by any of the following devices : 

(1) A dollar limit can be placed on the amount which can be deducted and 
contributed to the loss reserve. 

(2) A percentage limit of the amount invested can be set. 

(3) The amount deductible in any given year can be limited to a specific 
percentage of the investment—much the same as the ordinary bad debt reserve 
available to commercial institutions under existing law. 

It is to be noted that each of the foregoing basic proposals (i.e., the pre- 
dividend tax-free return of capital, the capital gains pass through, and the in- 
vestors loss reserve) set forth above operates independently of one another and 
adoption of any one should not affect nonadoption of any of the others. 


x 





